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Electrifying 


Announcement! 


For 21 years, IBM has been making the finest typewriters in 

the world! And now two new model IBM Electrics are ready 

for you—the new Standard and the new Executive*! 
These new IBM’s have exciting new features never before 

available on any typewriter! And the work anyone can turn 

out is so fine that every letter is a masterpiece of typing! 
You can get all the facts about these beautifully-designed 

IBM’s by writing to: 


N INTERNATIONAL BUSINESS MACHINES 
f \ VW COMPANY LIMITED, 
e Don Mills Road, Toronto 6 Ontario 

e € 
Electric Typewriter 
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Even S.pen-abl Methods 


Can be Outdated To-day 


Some experts say the abacus is as elh 
cient as the adding-machine —but it) just 
does not fit into modern business and_ its 


attendant records control 


Like the abacus, many efficient 
old business systems no longer 
maximum efficiency — to-day. 

Canada’s) most successful business or 
ganizations are now using an Addresso 
graph-Multigraph system which eliminates 


requirements 


five-year 
result) in 


Many of 


Production machines | 
for business records. 


Addressograph- 
Multigraph 


Branches throughout Canada 
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unnecessary paperwork and repetitive typ 
ing. 
Let 
how to 


show you 


Addressograph-Multigraph 
solve your most serious overhead 
problem. They will make specre 
mendations applied to your own business. 
It costs you nothing nor involves any 
obligation. Let) Addressograph-Multigraph 


demonstrate how. to 
INCREASE BUSINESS EFFICIENCY 
SAVE CLERICAL COSTS 
INCREASE SALES 


recom 


Have this Coupon Mailed To-day 


Addressograph-Multigraph of Canada Ltd., 
Dept. No. MT-1 
42 Hollinger Road, Toronto 16, Ont. 


We are interested in having more information 
regarding the application of an A. M. system 
in our business. 


Firm _ 


Address 


CC-1 
Please contact; Mr. 
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McLEop, YounG, WEIR & COMPANY 


LIMITED 


DEALERS IN 


GOVERNMENT, MUNICIPAL 
AND 
CORPORATION SECURITIES 


50 King Street West 276 St. James Street West 
Toronto Montreal 
Telephone: EMpire 4-0161 Telephone: HArbour 4261 


Ottawa, Winnipeg, London, Hamilton, Vancouver, Calgary, 
Kitchener, Quebec, New York 





" l ° | mu 
Let's talk it over... 


You can often find the answer to your clients’ finan- 
cial problems through a personal discussion with the 


An invitation manager of your local Dominion Bank branch. 


from your local He'll welcome the opportunity of exchanging 
Dominion Bank ideas and opinions with you, on a confidential, co- 
operative basis. And he'll be glad to show you how 

branch manager. the complete facilities of the Dominion Bank can be 


of valuable service to you and your clients. 
So get to know your local Dominion Bank mana- 
ger. You'll find him friendly, capable—and always 


ae . oe) bs ° . ” 
New York Agency: ready to “Talk it over! 


49 Wall Street 


London, England 
Branch: 3 King 
William St., E.C.4 


Branches across Canada; 
Correspondents throughout the world 





83 YEARS OF SERVICE TO THE CANADIAN PEOPLE 








a ge eer 


— 


yn 


ay 5 wy 








eer TT 





The Canadian 


hartered 7~\ccountant 


VOLUME 65 NOVEMBER, 1954 NUMBER 5 
Comment and Opinion 245 
The Operating Budget J. M. Thompson 248 
Preparation of the Annual Reports 

to Shareholders Louis Driscoll 257 
Efficient Administration—How Does 

Your Business Rate? George Aitken 265 
A Recent Book 275 
Was Shakespeare an Accountant? Derek Lukin Johnston 276 
Report of the 1954 Annual Conference C.L. King 279 
Professional Notes and News of Our Members 281 
Supplement to Research Bulletin No. 6 283 
Accounting Research Gertrude Mulcahy 285 
Practitioners’ Forum Geoffrey H. Ward 291 
The Students’ Department J. E. Smyth 295 


THE TAX REVIEW 


Recent Tax Cases 305 
Income Tax Appeal Board Cases 307 
P.C. 1954-1294 314 


PUBLISHED MONTHLY 
By The Canadian Institute of Chartered Accountants 
Editorial and Business Offices. 69 Bloor Street East, Toronto 5, Ontario 


JAMEs J. MACDONELL, C.A., Chairman, Editorial Committee 


MELVILLE PIERCE, Managing Editor JEAN VALE, Assistant Editor 
Advertising Representative: E. L. VrTTER. 69 Bloor St. E., Toronto 5, Ontario 
WA. 4-2561 


Subscriptions to The Canadian Chartered Ac- A volume index to The Canadian Chartered 
countant and The Tax Review: $5.00 a year. Accountant is published semi-annually. 
Opinions expressed in articles and comment 
are not necessarily endorsed by The Cana- 
dian Institute of Chartered Accountants. 


Single numbers of the current and five im- 

mediately preceding volumes 50c¢ each. 

Numbers of earlier volumes $1.00 each. 
Advertising rates on request 

Authorized as second class mail by the Post Office Department, Ottawa 











liv) THE CANADIAN CHARTERED ACCOUNTANT 
ra > tg §£&E hk 












=—_THE SUN TIMES 


BURROUGHS AGAIN! 
TOPS THE FELD! 


——— NEWS DAILY — EXTRA | 
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MAKES HISTORY! 


== 


iBW cost ACCOUNTING 
aR EVERY BUSINESS! 








Burroughs Sensimatic “50” 
a full-size accounting machine 
at a new low cost 


The sensational new Burroughs 
Sensimatic thrifty “50” accounting 
machine at its amazingly low price 
is big news in the field . . . headline 
news for businesses large and small. 


The Sensimatic “50” is an outstand- 
ing addition to the Burroughs Sensi- 
matic family . . . a full-size fully auto- 
matic accounting machine. 


Never before has such a machine 
been offered at a comparable price. 
And you save every day on ledger 
and statement form costs with the 
Sensimatic ‘‘50.’’ Extra savings are 
yours, too, because it’s so easy to 
operate that beginners quickly be- 
come expert. See it! Try it! Call your 
nearest Burroughs branch or write 
Burroughs Adding Machine of 
Canada, Limited, Windsor, Ontario. 





WHEREVER THERE’S BUSINESS THERE’S Burroughs 
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ne 
The Crain Burster-Imprinter was designed to simplify 
and speed up office paperwork routines. 
igns 
ting It is capable of IMPRINTING, SIGNING, DATING, 
line COUNTING, TRIMMING, BURSTING, DECOLLAT- 
wall ING, and STACKING marginally-punched continuous 
wae forms at a rate of up to 18,000 3 1/2” forms per hour. 
~ The AUTOMATIC SELECTOR makes changing from 
one form depth to another, simplicity itself... with a 
aia simple shift of a lever you are ready to handle a new 
ace. form size. 
iger 
the 
are 
to 
be- 
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rite R.L.CRAIN LIMITED 


rio. OTTAWA lH CANADA 


) MANUFACTURERS OF BUSINESS FORMS 
BRANCHES IN PRINCIPAL CITIES 
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ENQUIRY: EM. 4-6481 
TORONTO ‘PHONE ORDER: EM. 4-8311 





STOCK 


NEW and NOW in 


G&T PAY BOARD 


One-Writing 
Payroll System 


Simple to use. Cuts work of payroll 
record keeping by 2. 3rds or more. Accu- 
rate-—-cne checking proves all entries on 
cheques or pay slips,,earnings record and 
payroll journal. Suitable for private or 
general payrolls. 


Your clients will appreciate its economy 
and efficiency. Ask about the G & T 
Multi-Rite Pay Board—write or eall. 


[;RAND & [OY 


——w 6.5 =e Se se ED emer 


Main Store: 6-14 Wellington Street West 


35 Bloor St. E., 332 Bay St., 115 Yonge St. 
Trade-In: 1 Front St. E 


Toronto |, Canada 





PRACTICE FOR SALE 
C.A. having a medium-size practice in 
fast growing community in Eastern 
Townships (Quebec), full complement 
of industrial and commercial audits. 
Box 439, The Canadian Chartered Ac- 
countant, 69 Bloor St. E., Toronto 5, 
Ont. 





PRACTICE WANTED 

C.A. wishes to buy practice or indi- 
vidual accounts in Southern Ontario; 
preferably in the Toronto-Hamilton 
area. Partnership or agreement for 
succession considered. Box 440, The 
Canadian Chartered Accountant, 69 
Bloor St. E., Toronto 5, Ont. 


WANTED 
Senior student or recent graduate for 
chartered accountant doing a consider- 
able amount of tax work in Windsor 
area. Salary, working conditions, and 
prospects above average. Box 441, The 
Canadian Chartered Accountant, 69 
Bloor St. E., Toronto 5, Ont. 


















SWEETNESS 
and 


LIGHT 





By Jay Vee 


An Appeal 
AST month’s column dealt in fa- 
cetious vein with the culinary and 
houschold skills of the menfolk of our 
acquaintance, but today how glad we are 
for the help they have given us lately. 

By a sudden turn of events we now 
find ourselves chief cook and _ bottle- 
washer for the family, practical nurse 
for the patient, water-changer for six 
vases of flowers, and in a modified way 
still assistant editor of this journal. 

Like most people living at home we 
had always maintained we could drum 
up a respectable meal now and again. 
As 1 matter of fact we boasted a selection 
of four menus and tried them out once 
a year at vacation time. But after six 
weeks or 126 meals we were completely 
out of ideas. Breakfast of course its 
pretty standard and presents no problem. 
Nor is dinner of the meat, potatoes, and 
vegetable variety too difficult. But lunch! 
It was a case of soup, soup everywhere 
and no time to learn anything new. 

It was at this dark brothy moment that 
friend Paul Dandeneau came to the res- 
cue with his recipe for porcupine meat- 
balls. You simply take some minced 
beef and some rice, flavour with salt 
and pepper, and roll into balls. Then 
pour a can of tomato soup into the pres- 
sure cooker, drop in the meatballs, and 
let them simmer for half an hour. How 


do they taste? Delicious. 


This week the C.I.C.A.’s public rela- 
tions specialist, Renny Englebert, told us 
about his Cottage Cheese Delight. Buy 
a carton of cottage cheese from a gro- 
ceteria, put it on the plate and pour a 
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Sweetness and Light 


drained can of peaches over it. That 
one really caught the fancy of the lady 
in the bed jacket upstairs. 

Why we elaborate on these is because 
we are appealing to our readers to tell 
us of any simple dishes they have been 
able to concoct. The only requirement 
is that it must not use raw vegetables or 
fruit — most salads are verboten for that 
reason. Something that would not re- 
quire more than 10 minutes to prepare 
before cooking would be especially ac- 
ceptable because of the packed time 
schedule. But if ever you have to get 
a Saturday lunch for your youngsters 
while your wife goes downtown shop- 
ping, or if you live with a brother and 
sister-in-law who might go away an 
occasional week-end, won't you please 
let us know any tasty little numbers you 
have learned about — the reference is 
only to food, of course! 


The Perfect , Squelch 


NEIGHBOUR'S ‘Aunt Mary is a 
widow nearing 70 but she has 
managed to keep a trim figure and a 
slim ankle. And so it is not too amaz- 
ing that as she walked up her street 
about 10 p.m. the other night a youngish 
man began to follow her. From a few 
yards behind he first asked the time- 
honoured “Haven't I seen you some- 
where before?”. Then advancing a 
little more quickly he suggested that she 
might like to join him in a couple of 
Singapore Slings at the nearest cocktail 
bar. (Aunt Mary was only slightly 
alarmed but also, as she admitted later, 
somewhat elated that she hadn't yet lost 
her grip, as they say in feminine circles. ) 
Still, enough was enough. She walked 
on quietly to the next street light with 
the man following persistently. There 
she stopped and when he came along, 
turned a well-lined face toward him and 
said, ‘Sonny, don't you think you had 
better go home? Your mother may be 
wanting you!” 





of chartered accountants. 








WANTED 
An old-established firm requires the 
services of bilingual C.A.’s or senior 
accountants who have passed their in- 
termediate examination. Further de- 
tails to be furnished upon request. Ap- 
ply Box 442, The Canadian C hartered 
Accountant, 69 Bloor St. E., Toronto 
5, Ont. 










ACCOUNTANT 


Required for large organization. Must 
have thorough knowledge of modern 
accounting practices, preferably fa- 
miliar with construction industry, and 
capable of directing _ staff. Salary 
would be on a graded basis com- 
mencing at approximately $4,800 per 
annum with possibilities leading to a 
permanent appointment and payment 
into superannuation fund and other 
benefits. Please apply in your own 
handwriting, stating age, education, 
qualifications, and experience, giving 
details of work supervised and the ex- 
tent of responsibility involved during 
the past 10 years. Box 443, The Can- 
adian Chartered Accountant, 69 Bloor 
St. E., Toronto 5, Ont. 





IMMEDIATELY AVAILABLE 


Chartered accountant, with broad 
experience in financial and sales ad- 
ministration at managerial executive 
level. Prefers Montreal or Toronto 
location but invites other offers. Box 
444, The Canadian Chartered Account- 
ant, 69 Bloor St. E., Toronto 5, Ont. 





PRACTICE WANTED 
By two C.A.’s in Ontario or Western 
Provinces. Succession agreement con- 
sidered. Box 445, The Canadian Chart- 
ered Accountant, 69 Bloor St. E., Tor- 
onto 5, Ont. 





WANTED 


Intermediate student required by firm 
Grant, Brit- 
nell & Moore, 371 Bay St., Toronto. 
EMpire 3-4525. 

















(viii) THE CANADIAN CHARTERED ACCOUNTANT 





PLAXTON & COMPANY 
Barristers and Solicitors 


Suite 1207, 320 Bay Street - - - Toronto 1, Ont. 





WRIGHT & McTAGGART 
Barristers and Solicitors 


67 Yonge Street’ - - . ° . - Toronto 1, Ont. 





ROSS & ROBINSON 


Barristers and Solicitors 


Canadian Bank of Commerce Chambers - - Hamilton, Ont. 
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Barristers and Solicitors 


Hamilton Building, 395 Main Street - - Winnipeg, Man. 
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In addition— 

150 Numbers for Memo — Ring Book — Swing-O-Ring. 
Illustrated and described in Catalog #652— 

Write or ask for your copy today. 
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Accounting Efficiency 


depends greatly on accessibility of records. Their 
preservation from Fire and Theft can only be assured 
in a reliable safe or vault. 


Consult us as to the type of safe protection 
advisable for you or your client. 


J.&J.TAYLOR LiMiTED 
ToRONTO SAFE works 


TORONTO - MONTREAL - WINNIPEG - VANCOUVER 
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PRINCIPLES OF BOOKKEEPING 
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50c Each 
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THE CANADIAN INSTITUTE OF CHARTERED ACCOUNTANTS 


69 Bloor Street East Toronto 5, Ontario | 
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Barristers and Solicitors 
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Barristers and Solicitors 
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Bewildered... 


Instinct is a peculiar thing. 

Man has always been puzzled by the uncanny instinct shown 
by the lower forms of life. Probably one of the most amazing 
examples is the unerring accuracy usually shown by racing pigeons 


m returning to their lofts. 
But occasionally they do become bewildered. 


A short while ago a group of pigeon racing fans gathered for a 
monster race; hundreds of birds were to compete. The hour 
arrived and off went the birds, straight for home. Everything 
was fine for a few miles . . . then something went haywire. It was 
as if a spell had been cast. Instinct and sense of direction vanished 
and the air filled with fluttering flapping pigeons, as lost as any 
sheep. A few got back on course ... but most never did get home. 

What happened? No one can say for sure, but maybe the 
nearby radar station was the culprit. Perhaps it “jammed” the 
pigeons “wave length.” 

Sometimes investors are thrown “off course” too... and they 
are puzzled as to what to do. That’s where we come in. Plotting 
investment courses ... or helping people get “back on course” is 
part of our business . . . has been for years. 

Here at Ames we think you'll find the kind of people you'll like 
to do business with . . . experienced people who can help you 


make decisions to suit your personal investment needs. 


A. E. Ames & Co. 


Limited 


Business Established 1889 


TORONTO 


MONTREAL WINNIPEG VANCOUVER VICTORIA CALGARY HAMILTON OTTAWA 
LONOON HITCHENER OWEN SOUND ST. CATHARINES QUEBEC 
NEW YORK BOSTON LONDON, ENG. 
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COMMENT AND OPINION 


Two Little Words 


— the new Ontario Corporations 
Act came into force on April 30 
of this year every Ontario company must 
disclose in its financial statements the 
“total remuneration of directors as such 
from the company [and subsidiaries], in- 
cluding all salaries, bonuses, fees, con- 
tributions to pension funds and other 
emoluments”. At first reading this 
seems to be a most laudable requirement 
and certainly an innocuous one. Never- 
theless it has already given rise to con- 
fusion and doubt and there is good rea- 
son for supposing that, in some cases at 
least, strict compliance with its terms will 
actually prove misleading to shareholders. 
The difficulty arises because of those two 
little words “‘as such” following the word 
“directors” in the above phrase, which 
is found in paragraph (1) of section 84 
(1) and in paragraph 10 of section 
87(2) of the Ontario Corporations Act. 


The confusion comes about in this 
way. Does the obligation to disclose 
“remuneration of directors as such” re- 
quire disclosure of the amount which the 
directors receive for their services as di- 
rectors only, or does it require disclosure 
of the amount received by the directors 
for their services as directors, officers and 
employees, and perhaps for other services 
as well? One has only to read the words 
of the statute to realize that the ambi- 


guity is a very real one. Indeed, it is 
understood, opinions have been obtained 
from counsel in support of each of the 
alternative constructions, but the weight 
of opinion so far is that disclosure is 
required of the remuneration of direc- 
tors as directors alone. Moreover this 
last happens also to be the view of ne 
less a person than Mr A. Kelso Roberts, 
Q.C., M.P.P., who was chairman of the 
select committee of the Ontario Legisla- 
ture which reviewed the legislation before 
it was passed into law. Referring to the 
enactment in question, Mr Roberts re- 
cently wrote that it means that a director 
who may also be a general manager will 
not under that provision have his re- 
muneration as general manager included. 

While the provision in question stems 
from a recommendation made to the On- 
tario Legislature by a Committee of the 
Ontario Institute of Chartered Account- 
ants, no blame attaches to the Institute 
for the ambiguity, since the two words 
which have given ,rise to the confusion 
did not appear in the recommendation 
of the Institute. In that respect the 
Ontario Institute’s recommendation fol- 
lowed that of the Companies Act Com- 
mittee of the C.I.C.A. and is in general 
accord with the corresponding provision 
of the British Companies Act of 1948. 


If the construction which has the sup- 


1 The Secretary, Sept. 1954, p. 410 
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port of Mr Roberts as well as of many 
other members of the legal profession is 
the correct one in law, it is, we think, the 
wrong one from the point of view of 
shareholders. The whole object of the 
provision for disclosure of directors’ re- 
muneration from a company is to pro- 
tect the shareholders through publicity. 
If disclosure is required of nothing more 
than directors’ fees, and directors re- 
main free to award themselves remunera- 
tion for services in other capacities, the 
amount of which need not be separately 
disclosed, the whole object of the provi- 
sion becomes nugatory. Indeed it can 
actually prove misleading, since the read- 
er of a financial statement which shows 
an amount described as “directors’ re- 
muneration” may well suppose that the 
amount shown is the entire amount re- 
ceived by the directors from the com- 
pany when in fact it may not include the 
remuneration received by them as off- 
cers and employees. This is not a situ- 
ation to the liking of those who feel that 
shareholders are entitled to know the 
full amount the directors have voted 
themselves out of the funds of the com. 
pany [and subsidiaries]. 

It is not surprising therefore that the 
Ontario Institute has reconvened its Com- 
panies Act Committee to deal with this 
situation. Their report will be awaited 
not only by members of the Ontario In- 
stitute but by the entire profession. 

In the meantime, auditors of Ontario 
companies must examine and report on 
their financial statements, and it will be 
remembered that the Act obliges them 
specifically to report to the shareholders 
if the company’s financial statement is 
not in accordance with the requirements 
of the Act. Where a company is pre- 
pared to show the total remuneration 
of directors, stating separately the 


amount paid as directors’ fees, no ques- 
tion will arise as to compliance. The 
information furnished will meet either 
possible alternative. 


If, however, the 


directors of the company adopt the 
view that the Act requires only that the 
remuneration paid directors in their 
capacity as directors need be disclosed, 
the auditor can properly ask for an 
opinion from the company’s solicitor to 
the effect that such disclosure is ade- 
quate. In cases where only this infor- 
mation is shown, the statements them- 
selves should make clear what is being 
shown by describing the amount in 
such terms as “directors’ fees” or “re- 
muneration of directors as such (ex 
cluding remuneration for services as 
officers and employees)’. 

Such a situation is not a happy one 
but we can hope it will only be temp- 
orary. The Companies Act enacted by 
the Province of Ontario is far in ad- 
vance of any other Canadian legisla- 
tion in this field. Generally speaking, 
the accounting sections are clear and it 
is unnecessary to obtain a legal opinion 
to know whether a company is comply- 
ing with them. It is to be hoped that 
this one small blemish will soon be 
removed by amending legislation spell- 
ing out exactly what is intended. 


Some of the Companies Acts of the 
nine other Provinces as well as that of 
the Dominion are soon to be revised, 
and Ontario's experience on this ques- 
tion should prove illuminating and help- 
ful. 


“Market Value” in Valuing Inventory 


O* September 9 judgment was pro- 
nounced in the Exchequer Court of 
Canada by Mr Justice Cameron in a tax 
appeal concerned solely with the deter- 
mination of “market value” in valuing 
damaged or obsolete stock. The stock in 
question consisted mostly of ladies’ fur 
coats, the value of which had declined 
below cost through shop damage, change 
in fashion, and a reduction in excise 
taxes, and the question at issue was the 
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figure at which they should be carried in 
the taxpayer's year-end accounts for 1946 
(which was an excess profits tax year). 
On this question the taxpayer and the 
Revenue Minister differed, the latter's 
valuation being some $27,000 higher than 
the taxpayer's, and Mr Justice Cameron 
has resolved the dispute by fixing the 
valuation $11,600 higher than the tax- 
payer's, but $15,400 lower than the 
Minister's. In the Income Tax Appeal 
Board a valuation some $22,600 higher 
than the taxpayer's had been placed on 
the goods by Mr W. S. Fisher, so that 
in result the taxpayer fared not too bad- 
ly in the Exchequer Court, the more so 
since the Crown, though winning a par- 
tial victory, will have to pay the costs of 
the proceedings in the Exchequer Court. 

The case is naturally of interest to ac- 
countants though the facts are so excep- 
tional that doubt may exist whether the 
judgment is of great significance as a 
precedent for future cases. The deter- 
mination of “market” value in applying 
the formula “lower of cost or market”’ 
to the valuation of inventory is, said Mr 
Justice Cameron, entirely a question of 
fact. Citing the evidence of a chartered 
accountant he indicated that in respect of 
damaged or obsolete goods ‘market 
value” means primarily replacement cost, 
ie. the cost at which similar goods in 
customary quantities can be purchased 
less a deduction for depreciation due 
to shop wear and the like, or, if re- 
placement cost is not ascertainable, the 
amount which it is estimated will be 
realized on the sale of the goods less 
the costs of sale and the taxpayer's usual 
gross profit. But, in ascertaining the 


realization value of merchandise at the 
end of a taxation year, added His Lord- 
ship, it is wrong to take into account re- 
ductions in sale prices which the merch- 
ant will possibly or even probably have to 


make during the next year or later. 
This, he said, would be to set up in ef- 
fect an inventory reserve. 

On the evidence before Mr Justice 
Cameron it proved to be impossible to 
ascertain the replacement value of the 
merchandise at the close of the taxpayer’s 
1946 year, and he held that its market 
value must therefore be fixed at its 
estimated realizable value less the tax- 
payer's usual profit. So far so good. But, 
he proceeded, its estimated realizable 
value must be determined on the basis 
of the sale prices which the taxpayer 
placed on the merchandise during the 
first month of its 1947 taxation year 
without any regard to subsequent price 
reductions anticipated at that time. The 
prices in the first month of 1947 were, 
he said, ‘‘prices which [appellant] hoped 
to realize and, had the demand been 
more active in [that month], appellant 
would have realized them on the whole 
of the inventory”. The demand was not 
more active, however, and in fact it 
took appellant several months to sell all 
of the coats, and during that time the 
sales prices were several times reduced, 
as the appellant had anticipated in valu- 
ing them in its 1946 closing inventory. 


Accountants will have some difficulty 
in appreciating the reasoning on which 
the judgment rests, that in endeavouring 
to ascertain the amount which merchan- 
dise on hand will fetch when disposed 
of in the future one cannot take into ac- 
count the fact that it will not all be dis- 
posed of forthwith or that goods dis- 
posed of in the more remote future will 
fetch less than those disposed of in the 
immediate future, and that to take those 
considerations into account is somehow 
to set up a reserve against future con- 
tingencies rather than to place a present 
value on existing stocks. 





The Operating Budget 


By J. M. Thompson, C.A. 


The budget must not be a tool of the accounting 
department but a program of operations supported by all departments 





° year 1953 saw the end of an era 
just as surely as 1929 rang down 
the curtain for the period of growth 
and expansion which followed the first 
World War and as the commencement 
of hostilities in 1939 brought to a con- 
clusion those unhappy depression years. 
I do not believe for one moment that 
we are entering another depression, but 
the period when the only restriction on 
achieving new sales records was our abil- 
ity to produce without regard for costs 
has certainly come to an end, and for 
some of us it had already happened be- 
fore the end of 1953. 


Highly Competitive Market 

Since 1940, industrial production has 
increased 124%, due to the expansion 
of established industries and a large in- 
flux of new competing enterprises at- 
tracted to Canada by the remarkable 
growth that has taken place during these 
years. In addition, severe foreign com- 
petition is being felt by practically all 
manufacturers. Only modest tariff pro- 
tection is in effect, without reasonable 
safeguards against dumping. With our 
currency freely convertible and at a prem- 
ium, and no other form of trade restric- 
tions, the Canadian market is the most 


readily accessible of any industrial na- 
tion in the world today. 


Since 1939, labour costs have in- 
creased proportionately higher than those 
of any other major industrial nation. 
For example, before the war there was 
a traditional wage differential of approx- 
imately 25% to 35% between the United 
States and Canada. Today, this differen- 
tial would not exceed 10% to 15% and, 
in many instances, individual companies 
are paying equivalent rates. Wage rates in 
European countries have risen only mod- 
erately and would not compare in any- 
thing like the same degree with the rise 
that has taken place in Canada and the 
United States. 

Intensive domestic competition, to- 
gether with low-cost foreign competition, 
is forcing prices down to uneconomical 
levels, while, at the same time, produc- 
tion costs have risen. 


One Company’s Approach 

In facing these competitive problems, 
we at Westinghouse are intensively re- 
examining our approach to budgets to 
see if through this mechanism we can 
further improve our operating efficiency. 
I am convinced we can, and for this rea- 
son, in discussing operating budgets, 
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I would prefer to talk about our own 
experience with them and our plans for 
improving them, rather than deal with 
the subject in broad general terms. The 
test of theories lies in their application, 
and I believe the experience of Westing- 
house with budgets will bring out their 
basic features — both good and bad. 

To assist you in following my remarks, 
I would like to mention a little about my 
company. Westinghouse is one of the 
larger manufacturing companies in Can- 
ada, with an annual volume in excess of 
$100,000,000. It makes a complete line 
of electrical equipment, ranging from the 
largest waterwheel generators produced 
anywhere in the world to miniature vac- 
uum-packed tubes for electronics which 
are no larger than your small finger, as 
well as air brakes for railroad equipment. 
The bulk of these products is manufac- 
tured in three plants in the city of Ham- 
ilton, where we employ some 10,000 
people. 

The company is divided into ten sep- 
arate and distinct manufacturing divi- 
sions, each with its own sales, engineer- 
ing, and manufacturing departments. It 
also operates a supply business which 
distributes a complete line of electrical 
contractors’ supplies through a subsidi- 
ary, Canadian Westinghouse Supply Com- 
pany Limited. 

About the only thing common to the 
products which these various divisions 
manufacture is electricity, and even this 
is not true of air brakes. Production 
techniques and manufacturing facilities 
required for each of these lines are en- 
tirely different. In effect, we are a num- 
ber of separate and distinct businesses, 
not too closely related to one another, 
either in manufacturing methods or in 
channels of distribution. 

Because of the diversified nature of 
our business and its many ramifications, 
there is no one solution to our many 
problems. While we have common corp- 


orate policies for all divisions, we are 
forced to adopt special methods and 
procedures to meet the individual re- 
quirements of each division. This is 
particularly true of the problems which 
arise in connection with distribution. 


Introduction of Budgetary Control 


To coordinate and direct this diversi- 
fied business and to enable the manage- 
ment of the company to control its 
many activities, it has been necessary to 
develop a system of budgetary control. 
However, steps along this line were not 
taken until some ten years ago, when 
because of the tremendous growth which 
was taking place in our industry — as 
well as in our company — it became es- 
sential to have a mechanism through 
which control could be exercised and 
future actions intelligently planned. 

Our introduction of budgets to the 
company was, in reality, nothing more 
than an attempt to forecast our business 
for the succeeding year. The responsi- 
bility for the preparation of the budget 
was assigned to the accounting depart- 
ment, and we tackled the job in a typical 
accounting way. 

We prepared a series of forms on 
which operating divisions were request- 
ed to supply us with particulars of their 
anticipated bookings, shipments, costs, 
etc. In most instances, we had to be 
content with obtaining forecasts of book- 
ings and shipments, and from our own 
accounting knowledge to supply cost and 
expense data and estimated profits. The 
budgets as we prepared them were fairly 
accurate in forecasting actual results be- 
cause at that time our principal problem 
was production, not sales. When, in our 
opinion, the shipping estimates appeared 
too high, we did not hesitate to exercise 
our well-known prerogative of being con- 
servative and reduce these to what we 
felt was a realistic figure. 

None of our operating managers as- 
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sumed any personal responsibility for 
these budgets. Rather, they were treat- 
ed as just so much interesting informa- 
tion and the management accepted them 
as a probable indication of what the suc- 
ceeding year’s business might be. 


Unfortunate Reaction 


As we progressed in the use of the bud- 
gets, explanations were required of the 
operating managers for variations, es- 
pecially in regard to costs and expenses. 
This did not seem an unreasonable re- 
quest, since the budgets had been built 
up on a sound historical basis after dis- 
cussion with the operating people involv- 
ed, and provided adequate allowances for 
additional costs to compensate for in- 
creased volume, as well as higher wage 
and material costs we were required to 
pay at that time. Expense forecasts — 
which were excessive — were cut back 
to more reasonable proportions. 


Whether or not the request for ex- 
planations of variances was reasonable, 
it stirred up amongst all operating people 
a deep resentment towards the budgets 
— and, of course, a torrent of explana- 
tions as to why they were unrealistic. I 
cannot stress too much how deep this 
hostility was, and in time it became a 
habit to blame practically all failures of 
performance on the budget system. If 
it was something that should have been 
done but wasn’t, then it was because 
someone was restricted by the budget. 


In effect, it became the “fall guy” for 
practically everything bad that happened 
in the organization and, what was even 
worse, a strong feeling developed that 
through the budget the accounting de- 
partment was running the company’s 
business. 


During this same period, another im- 
portant and significant weakness in our 
organization became apparent. Our com- 
pany had been growing at a very rapid 
pace, and we had not been moving fast 


enough with necessary changes to our 
basic organization structure to match its 
growth. Responsibility for many func- 
tions was not clearly or definitely as- 
signed, and too often we were unable 
to place direct responsibility for operat- 
ing results and expenditures on specific 
individuals. In other words, we were 
suffering from “‘buck passing” insofar as 
our internal administration was con- 
cerned. 


Responsibility for Budgets 


To correct this condition, we analyzed 
our organization structure and made such 
changes to it as were deemed necessary 
to bring about clear lines of authority 
over all phases of its activities and to 
remove any ambiguities and inconsisten- 
cies in work assignments. 

This was the essential action which we 
had to take preparatory to changing our 
approach to budgets. Having clearly 
defined our management functions, we 
placed complete responsibility on all 


management groups for the preparation - 


of their budgets. The budget was no 
longer a tool of the accounting depart- 
ment to be used as a means of exerting 
pressure on operating people to do more 
with less. Rather, it became a plan or a 
program of operations towards which all 
employees made their individual contri- 
butions. 


If the final results as shown by it were 
not satisfactory, everyone understood why 
he was asked to reconsider them. If 
sales volume was too low to give suf- 
ficient volume to maintain economical 
production, then new plans to increase 
sales were made. If indicated gross 
profit margins were inadequate, methods 
were planned to reduce manufacturing 
costs. There is no limit to the reasons 
which can be advanced for spending 
more money. Individuals clearly under- 
stood why limits had to be placed on ex- 
penditures when they knew that their 
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division was in trouble and simply could 
not afford them, no matter how worthy 
the argument justifying them might be. 


Place of Accounting Department 

Under this concept, you need not con- 
clude that the role of the accounting de- 
partment became passive and did not ma- 
terially assist in the preparation of the 
budgets. On the contrary, I think its 
contribution towards their preparation in- 
creased, but with the important difference 
that there was a proper understanding 
by the operating people of the function 
the accountants were performing. 

It was the responsibility of the ac- 
counting department to be of every as- 
sistance to the operating people and to 
supply them with analyses of many kinds 
and details and procedures to simplify 
their preparation as much as possible. In 
working with the operating people, its 
advice was sought and well-received, par- 
ticularly in the areas having to do with 
trends and ratios and obtaining factual 
information in respect to them. 

We developed a comparatively simple 
method of reporting results and making 
budget comparisons with them. Where- 
ever possible, we operate with standard 
costs, although in many parts of our op- 
erations we are obliged to use job costs 
because of the nature of the equipment 
being produced. 

For some time, we had kept our bud- 
gets of expenses in factory departments 
on a fixed budget basis, but have recently 
changed this to a flexible budget sys- 
tem. In addition to this, we have de- 
veloped a great deal of statistical data, 
supplementary to our accounting state- 
ments, particularly on payrolls and fac- 
tory expenses stated in terms of man- 
hour costs. 


Acceptance of the Budget 


To summarize, we now have complete 
support by top management of the prin- 
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ciple of budgeting — and acceptance of 
it by all operating people. It is under- 
stood that this planning or programming 
mechanism which is essential for good 
management is not a tool used by the 
financial or accounting section of the 
company to bring undue or unjustified 
pressure on the organization to cut down 
costs of doing business. 

The accountants are accepted as a staff 
group at all times willing to pitch in 
and assist all levels of management in 
developing plans as they are expressed 
through the budget and to keep them 
informed through monthly reports of 
the progress that is being made in ac- 
complishing these forecasts. 

Our advertising department has adopt- 
ed a slogan for our appliance, television, 
and radio products which reads ‘Take a 
new look at Westinghouse”. While our 
actions are not inspired by this slogan, 
it is what we are doing today in connec- 
tion with our budget procedures as well. 

In fact, we are taking a new look at 
everything we do today to make sure that 
we are getting full value for the money 
we spend — for that is exactly what 
our customers are doing in making their 
decisions as to whether or not they will 
“Buy Westinghouse”. Each dollar we 
spend must add value to the products we 
manufacture. I am positive that through 
proper budgeting we can best assure our- 
selves that this is being done and that 
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unnecessary dollars, which do not con- 
tribute to this, are not being spent. 


Some Shortcomings 


Having taken a “new look” at our 
budgeting — considered as planning — 
we have concluded that it has some very 
serious shortcomings. For instance: 


(a) It lacks specific objectives. Promised 
performance has been judged on the 
basis of increased volume with a 
commensurate increase in profits. 
However, if profit margins are de- 
clining, explanations, such as lower 
prices due to competition, increased 
costs because of general wage in- 
creases, or other equally justifiable 
reasons, have been accepted. Defi- 
nite yardsticks of performance have 
not been set by which to judge op- 
erating results, nor has a clear un- 
derstanding been reached with op- 
erating managers that they must 
achieve an indicated level of per- 
formance in spite of adverse condi- 
tions. 


(b) While we recognize the budget as 
a plan or program of promised per- 
formance, we have not supplied our 
division managers with a clear-cut 
guide to follow in formulating and 
developing such plans, both on a 
short-term and a long-term basis. 
Specific plans of action which are 
evolved are, in too many cases, the 
product of exigencies to meet par- 
ticular situations, rather than care- 
fully prepared plans to achieve 
specific, well-defined objectives. The 
quality of the planning varies in di- 
rect proportion with the aptitudes 
and abilities of individual managers, 
and seldom do they set out how, 
when, and by whom these plans are 
to be put into effect. 

(c) A proper training program does not 
exist which will assure the develop- 
ment of personnel that would be 


available with adequate training to 
carry out a definite planning pro- 
gram. Current training programs 
only provide for the development of 
technical or other specialty skills re- 
quired in the electrical industry. 


Planning 

Recognizing these shortcomings, we 
have recently assigned the responsibility 
for developing techniques and proced- 
ures to overcome them to a small group 
of our younger executives, and we expect 
them to make their recommendations 
to us in the course of the next month 
or so. Fortunately, the Westinghouse 
Electric Corporation of the United States, 
with whom we are associated, has just 
recently issued to all its operating divi- 
sions a Planning Guide which we hope 
we can use in formulating this program. 

The purpose of this Planning Guide is 
to assist the corporation in further de- 
veloping its own planning program, both 
on a short-term and a long-term basis, 


and to assure that the many diversified - 


units of the company are properly co- 
ordinated and that all are working to- 
wards a common objective. This Plan- 
ning Guide is designed to suit the re- 
quirements of a company doing an an- 
nual volume of business of one and one- 
half billion dollars and, of necessity, is 
prepared in such a detailed and compre- 
hensive manner that it would not be suit- 
able for application in a much smaller 
company such as ours. However, the 
basic principles are established, and it is 
our hope that we can successfully adapt 
them to meet our requirements. 

Our own views are only now being 
crystallized and put into practice. How- 
ever, the principles are so clearly estab- 
lished that I believe I can outline our 
thinking. 


The Basic Objective 
Our Planning Guide sets as its basic 
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objective the obtaining of an adequate 
return-on-assets as its prime yardstick for 
measuring the performance of each of 
its divisions and of the company as a 
whole. 

I am afraid that the principle of ob- 
taining an adequate return on capital has 
been overlooked by many of us. The 
emphasis has been on the margin of pro- 
fit and volume of sales. This is only 
natural, since in our accounting state- 
ments it is customary for us to show op- 
erating ratios as a percentage of sales; 
few of us extend these ratios to include 
asset or net worth return. 


Furthermore, in our annual statements 
we stress, both in the text and by graphs, 
the relationship of profits to sales in an 
effort to educate the public to the fact 
that corporation profits are reasonable 
and that for each dollar received only a 
small percentage is retained as profits. 
Surveys which I have seen have shown 
that the general public believes that corp- 
oration profits are anywhere from 15% 
to 50% of the sales dollar and that in- 
creased costs, particularly for labour, 
could easily be paid without materially af- 
fecting them. 

In our preoccupation with accounting 
and with eradicating these misconceptions 
from the public mind, we have lost sight 
of the primary yardstick by which suc- 
cess or failure is judged — the return on 
invested capital to the shareholders. The 
profit percentage on the sales dollar is 
of only academic interest as compared 
to this basic yardstick of performance. 

You will note that I have stated that 
the objective of Westinghouse is an ade- 
quate return-on-assets, and not on the net 
worth of the company. It is realized 


that investors look for a return upon the 
net investment in the company, but for 
purposes of operating management it is 
felt it must be concerned with the ef- 
fectiveness with which it manages all 
capital under its direction. 


Yardstick of Good Management 

For this purpose the best yardstick is 
a return on total assets used in a specific 
division or section of the company’s 
business. Included in total assets are 
cash, accounts receivable, inventories, 
fixed assets at original values, and other 
miscellaneous items. The original value 
of fixed assets is used as a means of in- 
jecting a rough adjustment factor to 
provide some equalization between di- 
visions of facility values — old plants 
built at relatively low cost as compared 
with new plants built at high cost. This 
is on a rough assumption that the relative 
inefficiency of the older plant is compen- 
sated adequately by its relatively lower 
gross value without deduction of ac- 
crued depreciation. 

The percentage return-on-assets which 
has been set for all divisions and for the 
company as a whole is 20% before tax- 
ation. Great emphasis is laid on the 
fact that those products which fail to 
yield this return-on-assets hinder the 
achievement by the company in attaining 
its overall goal. 


This basis which has been adopted is 
one which is considered to be reasonable 
of attainment by its operating managers. 
Needless to say, I am not suggesting that 
this formula be used by other organiza- 
tions, but only that the principle of set- 
ting a specific objective of performance 
based upon the use of capital be recog- 
nized. 

To achieve the best return-on-asset per- 
formance requires the maximum utiliza- 
tion of assets to obtain the greatest vol- 
ume of sales at the highest possible 
profit margins. By introducing the as- 
set turnover factor to the usual profit 
margin ratio, the attention of manage- 
ment is focused on the necessity of cap- 
ital conservation and utilization. It is 
extremely important that this simple re- 
lationship be made abundantly clear to 
all operating management. 
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This can be done by simple illustra- 
tions, such as showing that a 5% profit 
margin yields a 20% return-on-assets if 
the sales volume is four times that of 
the asset value, whereas a 20% profit 
margin will only yield a 5% return-on- 
assets if the sales volume is only one- 
quarter of the asset value. 

The analysis of profit performance 
against this standard relationship between 
profit margin and asset turnover does not 
provide a guide as to the turnover of 
fixed and current investment separately 
or of individual asset accounts such as 
receivables and inventories. The prob- 
lem of low asset turnover must be solved 
by reference to each of these types of as- 
sets to assure that they are turned at a 
maximum practical rate, although no gen- 
eral standards can be established for ap- 
plication to all products manufactured by 
the company. Low inventory turnover is 
often the reason for an unsatisfactory re- 
turn-on-asset ratio. 


Long-Term Objectives 


To accomplish the profit objective of 
the company, specific and definite long 
and short-term plans must be formulated 
for actual accomplishment of the desired 
results. Long-term objectives should be 
established for each product or product 
line in terms of: 


(a) share of market; 

(b) sales volume; 

(c) costs; 

(d) operating profits; 
plus: 

(1) required assets; 

(2) turnover; 

(3) return-on-assets. 

For instance, these long-term objec- 
tives are set out by Westinghouse Corp- 
oration for a five-year period and are 
re-established annually for the fifth year 
ahead. Thus, objectives established in 
1954 are for the year 1959. 

Having determined upon the long- 





term objectives, a support program is 
prepared to develop a series of specific 
projects for execution which, in their 
aggregate, will reasonably assure that the 
long-term objectives are attainable. This 
term “supporting program” means the 
specifically scheduled plans of action de- 
signed to improve the performance of the 
business from its present level of per- 
formance to that stated in the long-term 
objectives. 

Such programs identify the problems 
which must be overcome and specify 
what action is required, who is respon- 
sible for the action, and when it will 
be initiated. In measuring the effective- 
ness of any of these programs in clos- 
ing the gap between present perform- 
ance and the company’s goal, the effect 
of the sales, profit margins, and asset 
relationship is constantly analyzed to see 
that they are achieving their objective. 


Supporting Programs 

The supporting programs will resolve 
themselves into: 

(a) Sales increasing programs; 

(b) Cost decreasing programs; 

(c) Asset minimizing programs. 

The sales increasing programs will 
cover the usual factors associated with 
increasing sales such as adding new 
lines, product changes, improvement of 
distribution methods, etc., and the cost 
decreasing program will include plans 
for reducing both direct and indirect 
costs. 

The asset minimizing program will 
provide for a review of product lines to 
eliminate low-volume items, improvement 
in the manufacturing cycle to minimize 
work-in-progress inventories, inventory 
control methods to reduce stocks of parts 
and finished products, and development 
of programs to assure optimum utiliza- 
tion of fixed assets. 

Each one of these programs must be 
specifically docketed for follow-up and 
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execution — and must indicate the re- 
sults expected from it in the succeeding 
year for incorporation into the budgets. 
This formalized procedure is designed to 
overcome one of the greatest weaknesses 
in budgets, where the contemplated plans 
of action so often end up as only good 
intentions and are never put into effect. 


Additional Facilities 


Closely allied with the supporting pro- 
gram is the authorization for facilities 
expenditures, since, in many instances, 
the execution of such programs requires 
plant facilities. In submitting facilities 
expenditures for approval, specific forms 
are provided which require the filling 
out of all pertinent data in respect to 
them. They are classified into four 
categories: — 

1. Those intended to provide greater 
output or to manufacture new prod- 
ucts. 

2. Those in support of product re- 
design or broadening of line prim- 
arily for the purpose of improving 
saleability. 

3. Those intended to reduce costs or 
expenses. 

4. Those designated as necessities and 
which cannot be measured by fi- 
nancial considerations. 

To institute this plan of establishing 
long and short term objectives and de- 
veloping supporting programs for them, 
a Planning Board, charged with the re- 
sponsibility to see that it is carried out, 
is set up in each division. Personnel of 
these Boards is left to the discretion of 
individual managers, but would norm- 
ally include representatives of sales, en- 
gineering, manufacturing, and account- 
ing. 

The Boards of the divisions submit 
their planning programs to a main Plan- 
ning Board of the company for approv- 
al. Definite time schedules are estab- 
lished when each step associated with 


the planning program must be in the 
hands of the main planning Board. 


Training of Personnel 


The programs and plans designed to 
chart a company’s future progress and 
growth would be incomplete if they did 
not provide for the proper training and 
development of people to assure their 
fulfilment. Westinghouse has a wide 
variety of such training programs pro- 
viding both technical and “on-the-job” 
instruction, as well as a management de- 
velopment program to assure that it will 
have a continuous flow of properly 
trained employees and executives capable 
of assuming the responsibilities which 
will be associated with its growth and 
development. 

It has also recognized the importance 
of creating incentives for individuals to 
see that programs developed under the 
Planning Guide are actually implement- 
ed. For this reason, their incentive com- 
pensation plan is definitely related to 
the extent by which divisions succeed 
in closing the gap between present per- 
formance and the corporation’s objec- 
tive of 20% return-on-assets and put 
into successful operation specific plans for 
accomplishing this. 

This planning program of the West- 
inghouse Corporation which I have 
briefly outlined, and which we intend 
to adopt in a modified degree, may seem 
to be very far removed from the op- 
erating budget. However, my conclu- 
sion is that it is not, and that in our 
approach to the operating budget it is 
essential to consider it in new terms and 
in its real perspective as a plan of action. 


This is a long step from our early 
concepts of budgeting, which were intro- 
duced as a measure of exercising control. 
The measure of control exercised through 
budgets is still present, but to it has 
been added a broader and greater uti- 
lization of its values by encompassing 
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within it an expression of the company’s 
goals or objectives and a formalized defi- 
nite plan of action, in the field of facili- 
ties, manpower, marketing techniques, 
and finance by which these will be ac- 
complished. 

This is our “new look” at budgets. 
They are not a compilation of so many 


figures but the blueprint of promised per- 
formance, in the achievement of which 
everyone associated with management — 
foremen, superintendents, sales groups, 
managers, general management — must 
play his part. We are confident that our 
company can improve its performance 
under this broad concept of budgets. 


1954 C.L.U. PUBLIC RELATIONS LUNCHEON 
On November 18, 12:15 p.m. at the Royal York Hotel, Toronto 


Of special interest to all professional men in the Toronto area is this year’s public 
relations luncheon of the Canadian Life Underwriters at which the guest speaker, Edson 
L. Haines, Q.C. will discuss “Professional Services on Trial’. Mr Haines, an outstanding 
counsel, is chairman of the Public Relations Committee of the Canadian Bar Association. 


Tickets at $2.50 may be obtained by applying to: 


Mrs. G. Grover, 


Rm. 929, 159 Bay Street, Toronto. 


EMpire 3-3385 
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Preparation of the 


Annual Reports to Shareholders 


By Louis Driscoll, C.A. 


The modern report is a 
decided contrast to that of four or five decades ago 





- published reports and accounts of 

corporations tend to be both more 
interesting and informative than they 
were a few years ago. The fact is of 
great advantage to the individual share- 
holder, but the improvement, on the 
whole, has not been as a result of pres- 
sure applied directly by him. It has ra- 
ther been through a combination of dif- 
ferent influences working on his behalf 
and reinforcing the limited legal report- 
ing requirements which were mandatory 
under legislation dealing with incorpora- 
tion. Management has come to recognize 
both an obligation and an advantage in 
the dissemination of information. The 
professional accountant has played an im- 
portant although not an exclusive part 
in bringing about the change and has 
done so in several ways. From the out- 
side he has exercised a direct influence 
in his capacity as auditor for the share- 
holders and also in his capacity as an ad- 
viser to governments and such regulating 
bodies as stock exchanges. A further 
and important influence has been de- 
veloping from the inside during recent 
years as the professional accountant has 
come to enter to an increasing extent into 
corporate management and to occupy a 


greater number of positions of responsi- 
bility in it. In the exercise of managerial 
responsibilities he has continued to be 
governed by the precepts absorbed dur- 
ing his professional training, and in these 
positions he has had a greater opportunity 
than previously to get his precepts ac- 
cepted by management. 


A Fundamental Precept 


One precept, fundamental to the pro- 
fessional accountant, is that a corpora- 
tion should make full and proper dis- 
closure of its financial picture to its own- 
ers, the shareholders. I believe that the 
large and growing body of professional 
accountants who are now within the cor- 
porate field have been of great help to 
practising professional accountants in de- 
veloping the shareholders’ annual report 
to the higher standards of disclosure 
reached within recent years. 

The practices and accounting treat- 
ments followed by corporations south of 
our border have, in recent years, had a 
great influence on the financial customs 
adopted in Canada. This is reflected in 
a very marked way in the general appear- 
ance and format of annual reports now 
being issued by a large number of our 
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Canadian corporations. The U.S. Securi- 
ties Act of 1933 and Securities Exchange 
Act of 1934 and the numerous regula- 
tions which have been issued under them 
have grown to make corporate manage- 
ments recognize more fully the inherent 
right of the present shareholder and the 
prospective investor to full and accurate 
information. 

In no other country in the Western 
world do holders of equities and capital 
obligations of large public companies 
have such full disclosure of complete and 
accurate information, relating both to his- 
torical as well as current finances and 
operations, as they have in the United 
States and in Canada. 


Apart from the influences exerted by 
practising and non-practising profession- 
al accountants, other influences external 
to the corporation have brought about the 
reformation in annual reports to share- 
holders at a pace quicker than might 
have otherwise been the case. 


One of these factors can be found in 
that group which comprise financial ser- 
vices, financial papers, and periodicals. 
In publicizing, analyzing, and interpret- 
ing all pieces of information, irrespective 
of source, these have provided an im- 
petus to corporations to disclose their fi- 
nancial status and financial results an- 
nually and, in many instances, even quart- 
erly, to the public at large. 


Effect of 
Widespread Stock Ownership 


Another factor is that ownership of 
business in this continent has never been 
so widespread as it is today. Possibly 
one of the natural results of this growing 
widespread ownership, in contrast to the 
closely held ownership only a relatively 
few years ago, has been the development 
of a democratic, in place of an autocratic, 
attitude on the part of corporate officers 
toward shareholders and toward the gen- 
eral investing public as well. The for- 
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mer attitude of “tell them nothing” 
which prevailed to a large extent two 
decades ago is now almost a thing of 
the past. In fact in some extreme cases 
today the attempt seems to be to satisfy 
all the varied interests of the general 
audience of readers at the one time, with 
the result that such reports are so formid- 
able or bewildering that the interest of 
the shareholder, the most important mem- 
ber of the audience, is quickly dissipated 
after leafing over a page or two. It may 
be that this extreme type of report, in 
telling too much unwittingly, accomp- 
lishes the same purpose as did the “tell 
them nothing” attitude of a few years 
ago. 

One giant company in the USS. is re- 
ported as having some 1,300,000 share- 
holders. Ownership of one large com- 
pany in Eastern Canada is in the hands 
of 116,000 individuals and, as another 
example, very close to home, 55,000 
people share in the ownership of one 
company whose head office is located in 
Winnipeg. These random examples well 
support the statement regarding wide- 
spread ownership; they also serve to bring 
to mind that the activities of such large 
companies have a vital influence on the 
general economy in both of these coun- 
tries. Any large company or company 
of a class which has a reasonably substan- 
tial influence on the nation’s economy 
must accept the fact that it is a “semi- 
public” institution. A president of a 
large steel company recognized this some 
15 years ago when he stated in a pub- 
lished interview, “The people have a 
right to know how the people’s busi- 
ness is carried on; and the more they 
know about it, the better it will be for 
the business. Big business, like human 
life, cannot thrive properly in the dark.” 
As semi-public institutions they cannot 
escape the responsibility of providing 
periodically sufficient factual information 
to enable the public, and particularly 
their own shareholders, to make an in- 
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formed evaluation of the part these com- 
panies are playing in the economic life 
of the nation. Practically every company 
has such an obligation to some portion 
of the public at large, and the annual 
report to shareholders is perhaps the best 
means by which companies can fulfil such 
obligation. 


Annual Report Contests 

The annual report contests which have 
been conducted in recent years have pro- 
vided wide publicity of trends in the 
modernization of company reports. Also 
these various contests have probably, to 
some degree, created a competitive spirit 
among many companies which attempt to 
produce a prize-winning report and there- 
by gain the acclaim and publicity which 
results. The Financial World, an Am- 
erican investment and business weekly 
magazine, has just conducted its 14th an- 
nual survey. It makes awards for dis- 
tinguished achievements in annual report- 
ing, having regard for those which are 
the most modern from the standpoint of 
content, typography, and format. In 
commenting on its most recent survey 
The Financial World states that, of the 
5,000 reports entered in the contest, over 
60% were regarded as inadequate or 
backward. So there is still a substan- 
tial number of corporations which, 
through indifference or lack of year-end 
planning, do not meet the standards now 
adopted by more alert managements. 

For the past three years The Financial 
Post has been making awards to Cana- 
dian companies whose annual reports are 
judged the best in their respective fields. 
The Accountant, a magazine published 
in London and self-described on its mast- 
head as ‘The Recognized Weekly Organ 
for Chartered Accountants and Account- 
ancy Throughout the World”, has from 
time to time stressed editorially the need 
for more informative published accounts. 
This magazine announced only recently 
that it would make one or more awards 
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annually to companies for the best form 
and content of the report and accounts 
as issued to shareholders. It stated that 
one of the main factors which would be 
considered in judging the annual re- 
ports would be the adequacy of the in- 
formation given and the manner of pre- 
sentation. 

As these contests recur year by year 
and give publicity to the reports examin- 
ed, by commending praise-worthy fea- 
tures and condemning or criticizing short- 
comings, I think they will continue to 
make a substantial contribution toward 
raising the standards of many company 
annual reports which today can be classed 
as inadequate or backward. 


The Modern Report 
The modern prize-winning report of 
today is a decided contrast to the little 
leaflet of figures issued by corporations 
in the yesterdays of some four to five 
decades ago. The average modern re- 
port of today runs from 16 to 36 pages 
and contains graphs, photographs, and 
charts as well as historical, financial, and 
other data, financial statements for the 
year under review, and considerable nar- 
rative on non-financial matters. All are 
set out with a variety of refinements, lay- 
outs, and headings, and usually bound 
in a cover designed to attract attention 

and create desire of possession. 
Where the annual report of yesterday 
was merely a ritual statement of financial 
facts directed to the shareholder, it is to- 
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day commonly treated as one of the chief 
instruments of communication, not only 
with shareholders, but with creditors, 
customers, and employees, and many 
other elements of the public, such as 
banks, governments, and investment an- 
alysts. 

From a recent survey of a comprehen- 
sive number of reports it appears that 
there is a gradual trend toward adopting 
the eight and one-half inch by eleven 
inch size, or letter size. The trend to- 
ward attractive, and in many cases elab- 
orate, cover design is reflected by the fact 
that over 55% of those reports were 
printed in three or four colours. The 
cover of an annual report should readily 
identify the company, and the placing of 
the company’s trademark or seal at one 
definite position on the cover each year 
is a device which many companies have 
adopted for this purpose. This allows 
for variable background treatment year by 
year of the remaining cover area. 


The President’s Statement 


As we open up the cover of an annual 
report we have come, in recent years, to 
expect an essay by the president, giving 
an account of his stewardship for the 
year. The more acceptable class of re- 
port will have an essay which is not 
only readable but designed to capture 
the reader’s interest, whether he is a 
small investor, a customer, an employee, 
a professional analyst, or an adviser to a 
financial institution. The type of presi- 
dent’s message which consists only of a 
repetition of figures found in the finan- 
cial statements contained in the report 
is of little satisfaction to the average 
shareholder. Several polls of sharehold- 
ers have been conducted over the past 
four or five years, and the results all sug- 
gest that the majority of shareholders 
want more than just financial information 
about their companies. However, in the 
result of these polls, recognition is also 
given to the fact that such additional in- 


formation should be just supplementary 
to the real basic purpose of the annual 
report, which is to inform its owners as 
to its financial affairs, the results for the 
year, and its overall financial position as 
at the end of the year. 


What Do Investors Think? 


For purposes of this paper it was ob- 
viously impracticable to carry out any 
comprehensive type of poll, but a few 
owners of diversified investment port- 
folios were good enough to set out 
their view on annual reports. Two of 
the replies received are representative of 
the remainder. One letter reads:— 


My interest is captured by such sections 
of a report which tell about prospective 
plans for the future or research and de. 
velopment of new products and services. 
In regard to internal matters, such as 
labour policies, tax policies, trade poli- 
cies, or historical background, I certainly 
would not miss them if they were not 
there. I am interested in both past and 
current earnings for the sake of compari- 
son and like to see the figures for about 
five years, together with the book value 
of shares for the corresponding years. 
Some companies give the highlights of 
the report on the first page — this I 
like. 


Another letter states: — 


There are only three things in an an- 
nual report which interest me: (a) a 
quick summary of the highlights of the 
year, (b) a four or five-year financial 
summary, showing for each of the years 
the net income amount and the net in- 
come per share, the working capital, in- 
vestment in plant and annual additions 
to plant, the per-share book value, and 
possibly such other items as total in- 
come taxes, wages, number of employ- 
ees, number of shareholders. (If there 
are a few charts interspersed throughout 
the report I may pause and glance at 
them; if they are well designed I will 
stop and study them.) (c) I always 
make a point of reading the auditors’ cer- 
tificate with care. 
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Criteria of a Good Report 

In reporting on its most recent survey 
of Canadian company reports The Finan- 
cial Post set out the features its judges 
looked for. These judges were represen- 
tative members of the Canadian Institute 
of Chartered Accountants, Investment 
Dealers Association of Canada, and As- 
sociation of Canadian Advertisers. The 
list of features looked for by these 
judges was reported as follows: — 

Consolidation of subsidiaries 

Information on_ subsidiaries’ position 

where not consolidated; reasons for not 

consolidating 

A list of all subsidiaries 

Two-year comparisons throughout bal- 

ance sheet and income and surplus ac- 

counts 

Net sales or gross revenue figures 

Sufficient detail in profit and loss ac- 

count so that shareholder can know at 

least sales, operating expense, adminis- 

trative and other expenses 

Full notes explaining significant items in 

balance sheet and profit and loss state- 

ment 

Source and disposition of funds state- 

ment 

Table comparing important balance sheet 

and profit and loss items of past years 

with present, to put year covered in per- 

spective 

Table of highlights, normally early in 

report 

Charts and graphs, as simple as possible 

to illustrate highlights and the abstruse. 


Also, they looked for adequate com- 
ment on capital expenditures, change in 
level of sales and expenses, and future 
outlook of the company. 


Stress on Essentials 


Brevity and stress on essentials should 
be the dominating characteristics of finan- 
cial statements, just as they should be the 
dominating characteristics of the narra- 
tive part of the annual report. Much 


credit is due to those larger companies 
which have introduced some reformation 


in balance sheet set-up, although the bulk 
of reports which I have seen in the past 
two years still carry the balance sheet in 
traditional form. Another reformation 
of the last few years is the elimination of 
cent figures. Recently there came to my 
attention the annual report of one large 
English company with subsidiaries all 
over the world, the financial statements 
of which were expressed throughout in 
even thousands of pounds. 

The balance sheet of this same com- 
pany is one of the most modern I have 
ever seen. It is broken down into two 
main headings: (1) Capital Employed, 
under which is set out share capital, pro- 
fits retained in the business, loan capital, 
and outside shareholders’ interests in sub- 
sidiaries, and (2) Employment of Cap- 
ital, under which is set out a brief de- 
scription of fixed asset accounts and their 
total followed by description of current 
assets and current liabilities and total, 
showing net current assets. Thus, the 
balance sheet of this very sizeable and 
complex group of companies is placed 
before the reader as a one-page picture 
which can be read and understood very 
quickly. The report contains supplemen- 
tary statements and reconciliations cover- 
ing the main items shown in the balance 
sheet which provide the reader with the 
opportunity of satisfying himself as to the 
break-down of the major figures. This 
report, the 1953 Report and Accounts of 
Unilever, stands out as a masterpiece of 
clear-cut presentation throughout. In my 
view it is a most expertly prepared re- 
port because it sets out so comprehen- 
sively the company’s performance, not 
only for the period of account but for 
prior periods as well. 


Trend to Uniformity 
A review of a substantial number of 
reports issued in the past five years shows 
that professional accounting firms are 
gradually reaching some semblance of 
uniformity in their reporting methods. 
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However, the practising accountant seems 
to have exercised less influence than he 
might on that portion of the report for 
which his certification is not required. 
I am referring particularly to that sec- 
tion of the text which is devoted to an 
explanation by the company of financial 
statements which have been certified to 
by the auditors. I feel that the practising 
accountant must still make some further 
contribution toward the achieving of bet- 
ter standards in this particular phase of 
company reports. One step in that di- 
rection would be for him to have a less 
self-effacing attitude at the time his 
client's report is being prepared. This 
he can do by seeking, or insisting upon 
having, the opportunity to review the 
report before it gets to the printing stage. 


Is Statement True and Correct? 


While the auditors’ report, in almost 
all instances, is technically definite in 
certifying that the named statements pre- 
sent “‘a true and correct view of the state 
of the affairs” or ‘‘present fairly” the fi- 
nancial position of the company, it not 
infrequently happens that the company’s 
explanatory text dealing with the finan- 
cial statements holds forth a view that is 
not as “true and correct’ as would have 
been the case if the auditor had been 
consulted in the course of its preparation. 


In my view the entire report of the 
company is considerably strengthened 
when the auditors’ certificate or report 
refers to the fact that he has made a 
review of the financial explanations pre- 
sented by the company. Of a large num- 
ber of auditors’ reports examined, I have 
come across only isolated instances where 
such reference is made. In one of these 
there is embodied in the certificate the 
phrase ‘and have reviewed the explana- 
tory section appearing on pages (such 
and such)”. In another instance, the 
certificate states, “The supplementary 


statements (and these are identified by 


number) fairly present the historical fi- 
nancial data for the years included there- 
in”. In another case the certificate in- 
cludes the following words, “In our 
opinion the foregoing balance sheet and 
related statements of income and surplus 
read in conjunction with the comments 
contained in the president's report under 
items numbered (and the numbers are 
listed) and general comments present 
fairly the position... .”. 


Don’t Minimize Auditors’ Report 
P 


The frequent practice of placing the 
auditors’ report at the bottom of the bal- 
ance sheet in type of almost unreadable 
size has tended to make this highly im- 
portant feature of an annual report the 
one least noticed by shareholders. In my 
view the main financial statements, that 
is the profit and loss account and the bal- 
ance sheet, should be preceded by the 
auditors’ report, and the independence of 
the auditors’ certificate is probably bet- 
ter accentuated by use of a facsimile of 
the actual auditors’ report, showing the 


firm's letterhead and signature and set _ 


out apart on a single page devoted solely 
to the purpose of that report. It is easy 
to agree with the observations of one 
writer who commends some presidents 
for making reference to the auditors’ re- 
port. This writer suggests that “this 
reference should make it clear that the 
auditors’ report is professional confirma- 
tion and authentication of the company’s 
financial statements and, as such, is an 
additional assurance and protection to the 
stockholders”’. 


In the course of his examination, the 
practising accountant should make him- 
self fully aware of any new and unusual 
developments that have occurred within 
the company during the year and should 
be readily available to discuss with the 
chief financial officer the various treat- 
ments which would conform with good 
accounting practice. The practising ac- 
countant can usually be much more in- 
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fluential in directing the company to pre- 
sent its financial statements in a man- 
ner compatible with his requirements, 
when he has made his suggestions and 
used his influence in that direction before 
the company’s preliminary accounts are 
drawn off. 


Sale and Lease-Backs 


The accounting profession still has 
some major problems to deal with and 
while this matter is probably outside the 
ambit of this paper I would like to men- 
tion one which stands out as import- 
ant. I refer to the matter of sale and 
lease-back deals and major lease com- 
mitments which involve substantial con- 
tractual payments over future years but 
do not show up in the financial state- 
ments or reports of companies. Com- 
panies can get into a serious financial 
condition as a consequence of large fixed 
lease payments just as easily as they can 
as a consequence of large fixed interest 
payments. The omission of this data 
from statements and reports is a matter 
of real interest and concern of investors 
as well as of shareholders. 


The primary responsibility of the out- 
side auditor is of course to shareholders 
on whose belialf he is appointed. This 
means that he should protect the share- 
holder against any misinterpretation by 
management. In offezing his written 
opinion for inclusion in the company’s 
annual report, he thereby associates him- 
self with the report as a whole. Although 
he certifies only that the technically de- 
scribed figures appearing in the financial 
statements are correct or present a true 
financial view, he should take some rea- 
sonable measures to assure himself that 
the management does not, in its financial 
Narrative, give to the shareholder an in- 
terpretation of its financial picture which 
is not justified by the facts. 


In this connection we should take note 
of a factor which has been developing 


to a more important extent in recent 
years. I refer to the increasing holdings 
by insurance companies, pension funds, 
or the public investment companies of 
blocks of common stocks. This class of 
shareholder, the professional investor, has 
long been important in the bond market, 
and any company deciding to borrow 
money on a bond issue has had to satisfy 
their exacting requirements for infor- 
mation as well as to meet certain re- 
quirements laid down by law. The pres- 
ent extent of the professional investors’ 
interest in equities, as opposed to debt 
obligations, means that any public com- 
pany whose shares are actively traded in 
must be prepared to meet their continu- 
ing and searching scrutiny. The deep 
searching analysis of these financial ex- 
perts is quick to reveal the elements of 
strength or weakness in a company’s po- 
sition as disclosed by its report and equal- 
ly as quick to detect the omission or sup- 
pression of information that an_intelli- 
gent shareholder should demand. 


Thus the shareholder on whose behalf 
the professional accountant acts as au- 
ditor is, so to speak, also becoming a pro- 
fessional. That fact does not add to the 
weight of responsibility resting on the 
outside accountant which would be just 
as great in any event. It should, how- 
ever, strengthen him in getting his recom- 
mendations carried into effect. 


Summary 


Before parting with the subject, I con- 
clude by offering a brief summary listing 
of the items that in my opinion represent 
minimum information that should be in- 
cluded in an annual report. 


1. A review of the affairs of the com- 
pany in reasonable detail for the 
period under review together with 
similar background information about 
conditions and developments in the 
industry of which the company forms 
a part. 
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2. A balance sheet in modern form in- 
cluding breakdowns of larger figures 
and notes on the basis of values of 
the larger asset classifications, and suf- 
ficient foot notes to enable a stranger 
to determine the basis of compila- 
tion of consolidated statements, the 
rates and methods used in the cal- 
culation of depreciation reserve. The 
comparative balance sheet as at the 
end of the preceding year and, where 
practicable, comparative main bal- 
ance sheet figures for ten years. 


3. An income account starting preferably 
with sales and carrying on through to 
a reconciliation of surplus for the year 
under review and for the preceding 
year, together with a statistical ap- 
pendix setting out these figures on a 
comparable basis for a five or ten- 
year period. Analysis of the income 
account in sufficient detail to show sig- 


A Letter from a Reader 





Montreal, Sept. 22, 1954 


OLDEST PROFESSIONAL BODY IN BRITAIN 
Sir: I would like to apologize for referring to 
the English Institute as the “oldest profes- 
sional body in Britain”, in my address pub- 
lished in the May issue and I thank Mr. A 
N. Stewart for his letter in the July issue 
commenting on it. 

Having just returned from Britain where I 
was a guest at the centenary celebrations of 
the Scottish Institute in Edinburgh, I now 


nificant ratios, such as profit on sales, 
profit on capital employed in busi- 
ness, coverage of interest charges, cov- 
erage of preferred dividends, earn- 
ings and dividend per share of com- 
mon. stock. 

4. A source and use of funds statement 
in reasonable detail for the year and 
the preceding year and, where prac- 
ticable, a similar statement for the 
preceding five or ten years, provides 
a very useful feature. 


Essentially, the report with its ac- 
companying financial statements can be 
judged as to adequacy on one simple 
criterion: can existing and prospective 
shareholders come to an informed deci- 
sion as to the value of the shares of the 
company from a study of the published 
annual financial statement to the extent 
that this value is covered by financial fac- 
tors? 


have good cause for realizing the inaccuracy 
of my statement, which was made in a public 
address one year earlier. As a member of 
the Institute of Chartered Accountants in 
England and Wales I now feel like a junior 
called to order for lack of respect to a 
senior! I may say, however, that the senioi 
Institute gave me a royal time in Edir- 
burgh and I kept very quiet about by over- 
seas indiscretion! 


KENNETH F. ByRp, A.C.A. 
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Efficient Administration— 
How Does Your Business Rate? 


By George Aitken, C.A. 


Good administration must be 
planned and worked at continuously 





. spectacular rise in costs of goods 
and services during the past decade 
has turned the spotlight on administra- 
tion. In this period of intense competi- 
tion, efficiency in administration assumes 
new and increased importance. 

It may well be that economies in this 
field will provide the margin necessary 
for private enterprise to maintain profits. 
By similar economies, government could 
be aided in coping with its ever-present 
problem of keeping expenditures within 
the range of available revenue. The 
Canadian Chamber of Commerce, earlier 
this year, commended the Federal Gov- 
ernment for its efforts in this direction 
but strongly urged that administrative 
practices be further analyzed. 


Reduced to the simplest terms, what 
are the earmarks of an efficiently run 
business? It is my view that the eff- 
ciency of an organization may be gauged 
by its ability to supply goods or services 
of a high standard when they are wanted 
and at reasonable cost. 


Good administration is not accidental. 
It does not “just happen”. It is some- 
thing that must be planned and worked 
at continuously. Management must use 
all available means and all its skill to 


achieve it. In this paper those things 
which contribute to effective administra- 
tion — things which, used in proper co- 
relationship, are fundamental to the suc- 
cess of businesses, large or small — will 
be discussed under the headings of or- 
ganization, personnel, procedures, and 
control. 


Organization 


Good organization is fundamental to 
efficient administration and, in my opin- 
ion, clearly tops the list of check points 
in any effort to evaluate how well a busi- 
ness is being run. The basic require- 
ments of good organization are:— 

1. It should meet the needs of the par- 
ticular business at a specific time, but 
it must be flexible enough to meet 
changing conditions. 

2. It should not have any more levels 
of authority than absolutely neces- 
sary — the number will be dictated 
by the size and nature of the business. 

3. The responsibility for every important 
function should be definitely placed 
and the necessary authority should be 
vested along with responsibility. 

4. It should have balance by having each 
major function represented at the 
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various levels of management with 
the necessary weight of authority. 


5. The span of control of an officer 
should not be too wide. He should 
act as referee only for as large a 
group as he may conveniently direct. 

6. It should be capable of being trans- 
lated into an organization chart. This 
is very important. An organization 
chart is so fundamental that its need, 
both for the entire company and 
also within divisions and departments, 
should be accepted as an established 
fact. Yet, in practice, there is not 
sufficient emphasis placed upon it. 
(It is rather astonishing to find how 
few companies have a formal chart of 
company organization. Is its ab- 
sence attributable to indifference, or 
to failure to realize its potential value, 
or to the desire to avoid taking issue 
over the division of responsibilities ?) 


To prove the importance of a sound 
organization chart let me list the things 
which it accomplishes: — 

1. It will give everyone in the organi- 
zation the knowledge of what his own 
responsibilities are, the responsibili- 
ties of others within the corporate 
framework, and his relationship to 
them. 

2. It will clarify both intra-company 
references and contacts from the out- 
side business world. Establishment 
of similar titles for positions of simi- 
lar authority will help to avoid dis- 
gtuntlement throughout the super- 
visory ranks. 

3. It will be possible to visualize those 
areas where greater depth of manage- 
ment is required. This is especially 
true in a rapidly expanding organiza- 
tion. 

4. In pointing out the need for delega- 
tion of responsibility it will enable 
each official to find more time for 
planning, for developing long-range 
programs, and for handling special 


projects over and above his direct 
supervisory duties. 

5. It will help to indicate the areas 
where administrative assistants may 
be used to relieve senior officials of 
time-consuming research and case 
work. 

6. It will help to regulate and direct in- 
formal organization. I should like 
here to emphasize the importance of 
the so-called informal organization — 
that part which is governed by the 
informal contacts, social groupings, 
lunch and coffee-period acquaint- 
ances. Its effect on administration 
cannot be ignored. We must try to 
understand it and act intelligently 
about it. 

7. It provides each key person with 
added incentive through knowledge 
of the successive positions to which 
he may aspire. 

8. If it is used to depict not only cur- 
rent situations but also to reflect 
theoretical complement, it may then 
function as a guide to the planned 


staffing of presently unfilled posi- - 


tions. 

9. By projecting it into the future and 
taking account of retirements, known 
physical disabilities, and similar cir- 
cumstances it shows where potential 
replacements should be developed in 
the organizational pattern. 

10. It helps to improve communication 
and coordination within the company. 

In this connection I should like to 
mention one means of improving com- 
munication and coordination which has 

been used in our own company for a 

number of years. A meeting of officers 

heading up all functions of the company 
is held once each month. The chief 
executive officer reviews the financial con- 
dition of the company and also comments 
on all important matters affecting the 
organization which may be purely intern- 
al in character or may take the form of 
analytical comment on economic condi- 
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tions, business trends, legislation, or other 
outside influences. The meeting is con- 
ducted as an open forum and everyone is 
invited to ask pertinent questions or to 
offer comments based on his own interest 
in the subject. This type of meeting 
is, in my opinion, extremely beneficial, 
for it enables each officer to become bet- 
ter informed on the business of the com- 
pany as a whole and to take back and dis- 
seminate to his own division or depart- 
ment a consensus of informed views on 
company affairs. 


The foregoing points will demon- 
strate the practical value of establishing 
well-defined channels of command ex- 
pressed in chart form and promulgated to 
all key personnel. This step alone can 
eliminate misunderstanding, duplication, 
and over-lapping which in themselves 
are often at the root of waste and inefhi- 
ciency. 


Personnel 


The calibre of the personnel within a 
company is so important to the achieve- 
ment of efficient administration that per- 
sonnel ranks second to organization in 
this discussion only because it is impos- 
sible to select and appoint key staff until 
the basic organizational structure has been 
designed. 

It is not my intention to deal with the 
humanities of personnel. I think all of 
us are deeply conscious of the importance 
of satisfying the psychological needs of 
people if we want the best possible fruits 
of their labour — the need of the indi- 
vidual for recognition, for acceptance by 
his superiors and associates, for a sense 
of responsibility and accomplishment. 
These are all vital but do not come with- 
in the scope of this paper. 

The broad problem of dealing effec- 
tively with even a moderately large staff 
immediately points to the need of a 
central personnel function. Standards of 
selection regarding education, age range, 
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physical fitness, and prior experience 
must be established; aptitude tests to 
determine potential ability on varying 
types of work must be given; contacts 
with useful sources of acceptable employ- 
ees must be maintained. These and simi- 
lar matters can best be administered in 
a department comprised of people who 
have proven ability in the personnel field. 
It is virtually impossible to measure in 
terms of dollars and cents the value of 
top grade selection of staff. 


However, one needs only to consider 
the expenditure of staff time in inter- 
views, orientation, and training to con- 
clude that it is a costly business to re- 
cruit anyone who is unlikely to prove 
capable and reliable; furthermore the loss 
of an employee, once he has been trained, 
is a financial drain on the company. It 
follows, then, that the personnel depart- 
ment should use every resource at its com- 
mand to acquire those people who are 
most likely to make a positive contribu- 
tion to company output; this department 
should likewise give stimulus to all fac- 
tors which will tend to retain present key 
staff. 

What, then, are the check points which 
will help to determine whether the per- 
sonnel of the organization are being giv- 
en the opportunity to do their most ef- 
fective work? I would head the list with 
those activities of the personnel depart- 
ment which ensure that the salary fund 
is administered fairly and equitably. 
These would normally include an ade- 
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quate job-evaluation system and a sal- 
ary standardization plan. 


Job Evaluation 

The first step in establishing job val- 
ues is the preparation of a description of 
every job in the company by an indepen- 
dent, unbiased writer, preferably a mem- 
ber of the personnel department. The 
write-up refers strictly to the job, not the 
capabilities of the person holding it, and 
should be uniform in style giving due 
emphasis to all important duties. These 
job write-ups should be reviewed with 
the supervisor of the job as well as with 
the officer concerned. 

The next step is the appointment of a 
job-classification committee which may be 
comprised of administrative officers select- 
ed from larger representative units. The 
function of the committee is to ensure 
consistency in the classification of jobs 
throughout the whole organization. To 
that end the committee will give similar 
weight to similar work and will assign 
a job rating in accordance with a comp- 
rehensive set of definitions. They will 
periodically review all new jobs created 
and all jobs where there is substantial 
change in duties. The classification com- 
mittee will then recommend a salary scale 
to take care of all classes of jobs indicat- 
ing specifically the minimum and maxi- 
mum for each job class. 


Salary Standardization 


The executive officer responsible for 
the administration of staff salaries, acting 
on the advice of the personnel depart- 
ment, will determine the policy for fre- 
quency and size of salary increments 
within the salary scale for various stand- 
ards of work performed. Review for de- 
termining the necessity of adjustments in 
salaries should be made at regular inter- 
vals and not less frequently than an- 
nually. As a prerequisite to the annual 
review of salaries a merit rating should 
be obtained for each employee. This is 





the supervisor's rating of the quality and 
quantity of work performed, attendance 
and punctuality, personal attributes, pro- 
motability, etc. Resting as it does on 
general appraisal rather than on any 
scientific formula, the merit rating can 
and does fluctuate in direct ratio to the 
supervisor's view of his subordinate — 
sometimes benevolent, sometimes highly 
critical. In order that performance on 
the job will receive its proper reward 
particular emphasis must be placed on 
the necessity for consistency of ratings as 
between departments and divisions. 


Staff Welfare 

A vital factor in staff relations is an 
adequate welfare program. Administered 
by the personnel department it covers on 
the one hand a wide and varied field in- 
cluding staff medical care, sick leave with 
pay, days off, vacation, long service recog- 
nition. On the other hand any modern 
welfare plan will include group life in- 
surance, accident and sickness insurance, 
and an adequate pension plan. Major 
medical coverage is also coming to the 
fore. The benefits provided under these 
plans should be designed to meet the par- 
ticular needs of the people who make up 
the organization. If these plans are prop- 
erly explained to the staff and fairly 
administered, better morale and improved 
performance, particularly through the re- 
moval of the threat of financial distress, 
will be a natural result. 


Orientation 

An adequate personnel policy will in- 
clude some formal orientation on the job. 
It is a known fact that people do better 
work when they have a clear-cut idea of 
the objectives of their own job and un- 
derstand its relationship to the overall 
goal of the company. 

A comprehensive orientation program 
will include a resumé of company his- 
tory and company objectives, a descrip- 
tion of the character, area, and scope of 
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company operations, and, besides the 
usual review of working conditions and 
introductions to fellow workers, a care- 
ful description of auxiliary welfare plans. 

Our own program of orientation 
touches on all of these matters, and two 
particular points are worthy of note. Af- 
ter one month’s employment the person- 
nel department reviews the new employ- 
ee’s work with him and makes sure that 
all questions regarding work conditions 
are answered. Within the first six 
months the new employee is invited to 
attend a formal program of orientation 
which consists of ten one-hour sessions. 
There is a general review of the com- 
pany’s history, its organization, objectives, 
departmental set-up, and an outline of 
some of the more important company 
policies and procedures. The series is 
concluded by a conducted tour of all 
departments of head office. We endeav- 
our to take all reasonable steps to make 
the new employee feel “at home” and 
to instill a real sense of belonging to the 
organization. 


Training 

Although the functional responsibility 
for the staff-training program lies with 
the central personnel department the ad- 
ministration of the program is generally 
widespread involving officers, depart- 
ment heads, and key personnel. When 
considering training requirements we 
must bear in mind that there are two 
distinct levels of staff, each calling for 
a different technique. The first level is 
the experienced staff member holding a 
supervisory or key position; the second, 
the new staff member recruited at a 
junior level. A practical program of 


training for supervisory and key people 
will include direct personal counsel, par- 
ticularly on case work, formal group meet- 
ings, reading assignments, attendance at 
technical educational classes (in some in- 
stances encouraged by company subsidy 
and company awards), attendance at 


technical conferences conducted by pro- 
fessional or industry organizations, and 
encouragement of self-training. 


The educational program in our own 
organization may be of interest. A regu- 
lar series of lectures is conducted each 
winter covering subjects related to life 
insurance. Most of the text material, the 
syllabus, and the regular examinations 
have been developed by such organiza- 
tions as the Life Office Management As- 
sociation, the Life Insurance Institute of 
Canada, and the Home Office Life Un- 
derwriters Association. Diplomas are 
granted on the successful completion of 
prescribed examinations covering several 
years work and give recognized standing 
in life insurance circles. Many of our 
staff attend these lectures each winter. 
This extension of formal education has 
been of great benefit to the industry. 

The training of juniors and new re- 
cruits will generally be in the hands of 
supervisors and key personnel and will 
be carried out by explanation, demonstra- 
tion, and supervised practice on the job, 
by sampling and backchecking the quality 
of work performed, and by the use of 
check lists of important parts of the job. 
While detailed instructions can be given 
by a senior person it is the direct re- 
sponsibility of the supervisor to ensure 
that the staff member is trained. 

Perhaps no other single phase of per- 
sonnel work can be so productive of 
savings in overall cost of administration 
as a sound training program which 
reaches out to all members of staff. The 
training and educational facilities made 
available, while of direct benefit to the 
staff, will unquestionably pay rich divi- 
dends to the company. 


Procedures and Methods 


The overall system of a company is 
made up of procedures and carried on by 
methods which are designed to meet ef- 
ficiently the needs of the organization at 
a stated point in its development. Year 
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by year changes in an organization or 
changes in business conditions may throw 
the procedures and methods out of gear. 
Remedies are applied to cure obvious 
ailments often without getting to the 
root of the trouble. 


The question as to whether a system is 
good or bad is not answered by the 
statement that it works. A very bad sys- 
tem can sometimes be used with many 
outward signs of success; closer investi- 
gation, however, may reveal that its 
wastefulness and inefficiency have been 
taken for granted and the staff operating 
the system have somehow become capable 
of turning out acceptable work. 

To play their part in achieving good 
administration, procedures must be sub- 
ject to control and must undergo some 
form of regular inspection. This is to 
ensure that they are operating according 
to plan. Additionally, however, they 
must be subjected periodically to inten- 
sive scrutiny and overhaul. It is safe to 
say that this stage is reached when a sys- 
tem has been used without change for a 
period of ten years; it may even become 
obsolete in a much shorter time. It is 
fortunate that this whole area lends it- 
self to a logical, studied approach. Per- 
haps these are the most important general 
questions to ask in a systems investiga- 
tion: — 

1. What is the primary objective of this 
particular system? 

2. Does a transaction follow a logical 
flow of work in reaching completion? 

3. Can the expenditure of time or the 
use of equipment be reduced with 
respect to operations, transportation, 
storage, or inspection ? 

4. Does it contain proper internal con- 
trols against errors and irregularities? 

5. Have secondary objectives been added 
which can be eliminated or handled 
in a more direct way? 


Improvements in procedures will be 
based on the established principles: 
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eliminate, combine, change sequence, and 
simplify. In no other area is it possible 
to make such demonstrative savings or to 
value them with such exactness. 

I want to digress for a moment to talk 
about what, for want of a better term, I 
will call job make-up or job content. 
A few years ago when staff shortages and 
staff turnover became, for a period, the 
most frustrating problem of management, 
the obvious solution will lie in the simp- 
lification of individual jobs. Work 
processes were in many cases broken 
down into the simplest possible steps and 
a staff member would be assigned a few 
of these elementary things to do. Some 
little time elapsed before it was found 
that this was aggravating the problem 
rather than correcting it. People just 
do not like dull chores which are com- 
pletely lacking in challenge. Average 
people soon lose interest in oversimplified 
jobs with a consequent decrease in pro- 
ductivity and a higher rate of turnover. 
In our organization we have had numer- 
ous instances where production was in- 
creased as much as 25% through in- - 
creasing the variety in the job content. 

Selection of the method of doing work 
requires good judgment and common 
sense. Improvements in cost are fre- 
quently attributed to the use of punched 
card equipment as compared with book- 
keeping machines, multiple copy forms 
versus routed forms, typewriter rather 
than manual methods when the improved 
cost should in fact be attributed to the 
general clean-up of the procedures 
through elimination, simplification, and 
so on. There are situations on the other 
hand when radical equipment changes are 
called for. The current high cost of 
man-hours computed in terms of salary, 
space, and overhead compared to the 
versatility of office machinery available 
today makes it economic to follow a plan 
which provides sufficient quantities of 
high quality machines suited to the tasks 
to be performed. If anything, there is 
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perhaps a tendency to be penny-wise and 
pound-foolish when it comes to purchas- 
ing office machines and equipment. 


An investigation we made recently of 
one of our minor systems illustrates how 
these steps are used. This system was 
installed more than ten years ago and 
was apparently operating satisfactorily. 
Cheques were written promptly and des- 
patched without delay; information could 
be obtained quickly; ledgers were bal- 
anced daily. Yet our unit costs of hand- 
ling appeared high and the planning de- 
partment undertook a study of the sys- 
tem. Each step was charted by the plan- 
ning department using the customary 
symbols for operation, transportation, 
storage, and inspection. This analysis re- 
vealed that the various steps in the 
system were handled in no less than five 
departments. 


In diagnosing the faults in the system 
it appeared that many secondary objec- 
tives had been overemphasized as a re- 
sult of independent action taken by the 
several departments involved to speed 
up processes and establish additional con- 
trols. The planning department then 
applied the principles of elimination etc. 
to the end that a system was devised and 
the final recommendation showed that the 
procedure had been confined to three de- 
partments and further simplified to the 
following extent: — 


Orig. New Saving 


Operations ... 124 48 76 
Transportation 80 43 37 
SOPASES .......... 97 54 43 
Inspections 21 ie 14 
Distance 


travelled ...... 3.453 ft. 1.483 ft. 1.970 ft. 


I want to mention briefly three other 
points that came within this part of the 
discussion. 

Printed forms, which are in them- 
selves such valuable instruments in any 
company system, nonetheless require 
careful control. While the printing costs 
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of the forms are sizable it must be re 
membered that the processing cost is 
even more important. A continuous pro- 
gram of review and revision must be 
carried on. In our own company (which 
uses over 2,500 forms printed in English 
and French) one member of the plan- 
ning department spends full time on 
form design and control. This is quite 
apart from the routine inspection of all 
reprints carried on by our printing de 
partment. 

The problem of storage and retention 
or destruction of files and documents 
takes an important place under this gen- 
eral topic of systems. We must devote 
the time to an intelligent scrutiny of all 
this material to determine its safe stor- 
age and ultimate disposal. In our own 
company a committee meets each week 
to carry out this responsibility. 

Last but by no means least important 
in this area is the question of adequate 
space of a suitable character to enable 
efficient integration of all company op- 
erations. Provision for the arrangement 
of divisions and departments down to the 
smallest work units to permit the normal 
flow of company transactions has a 
vital part in overall efficiency. Light- 
ing, sound conditioning, ventilation, and 
maintenance cost of working areas all 
enter into our consideration of space. 


Control 


It has been evident from my com- 
ments thus far that adequate inspection 
and control must permeate the entire 
company operation. Each organization 
must devise suitable indices to determine 
that its policies are having the desired 
result. Here are some of the types of in- 
formation which will facilitate top-level 
control: — 

1. Monthly statement of financial oper- 
ations supported by such information 
as will pinpoint all major operating 
indices. 
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2. Statements of current unit costs of op- 
erations for head office and branch or- 
ganizations with comparisons indica- 
tive of trends in costs. 

3. Periodic budget statements setting 
actual results against planned per- 
formance which has been forecast at 
least 12 months ahead. 

4. Comparative statement of sales by 
territory. 

5. Statements of personnel employed by 
departments and divisions flagging 
up increases or decreases in person- 
nel and the number of unfilled posi- 
tions. These statements should be 
related to departmental production 
figures. 

6. Operating reports interpreting all im- 
portant factors at the divisional or 
departmental level. 

7. Special research reports on major fi- 
nancial, production, or other specia!- 
ized fields of operation. 

8. Reports by the internal auditor and 
the company’s outside auditors. 


It is very important that detail in all 
reports be kept to a practical minimum 
and timeliness and interpretation of re- 
sults receive major emphasis from those 
charged with the responsibility for the 
preparation of accounting, statistical, and 
research reports. 


The remainder of this paper is de- 
voted to some observations on how all of 
these fundamental principles of organi- 
zation, personnel, procedures, and control 
are used as check points by staff men 
and outside organizations. 


Planning 


At the outset I would state that the 
planning concept and approach must be 
basic in the thinking of all executives and 
supervisors. We must recognize, how- 


ever, that the responsibility for getting 
the job done will always loom foremost 
in the thinking of those responsible for 
direct company production and will great- 
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ly transcend time spent in detailed plan- 
ning. In larger organizations it is there- 
fore economical to place a staff of plan- 
ning specialists at the disposal of officers 
and department heads. This is so be- 
cause planning requires constant atten- 
tion and cannot be left over “until time 
permits’; it requires consistent applica- 
tion throughout the company and a rea- 
sonably uniform type of approach. Fur- 
thermore, many operations are company 
wide and require objective study outside 
the boundaries of one department or the 
sphere of authority of one officer. New 
equipment is being developed daily and 
it is impractical to think that all super- 
visory personnel will or should follow 
these developments closely. A staff man 
can and must be thoroughly familiar with 
the newest machine methods which may 
be utilized by his company. The charac- 
teristics of a good planning unit are well 
known, but some are worth reviewing. 
It must have leadership with the faculty 
of original objective thinking; it must 
have the ability to engender enthusiasm 
for new ideas; it must give credit to the 
line operating departments for the coop- 
eration and ideas which they have af- 
forded; it must have patience and per- 
sistence in working out its problems. 
There are various ways of carrying out 
the staff planning function in an organi- 
zation. In our own company the plan- 
ning unit review various company indices 
including budget reports, unit cost com- 
parisons, and reports on staffing to as- 
certain areas where the greatest benefit 
may be obtained from the planning man- 
hours expended. They then move into 
that area and make an intensive review 
of organization, then personnel, then pro- 
cedures and methods. Work flow charts 
are prepared and machine methods are 
investigated. Proposed changes, no mat- 
ter how unimportant they may seem, are 
reviewed with the department concerned 
and discussed at officer level. If their 
recommendation regarding a proposed 
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change in organization or procedure is 
approved the actual installation is super- 
vised by the planning unit and a further 
check made usually following four or six 
months of operation to make sure that 
everything is going according to plan. 

From my observation of this work 
I would say that the approach of the 
planning unit closely parallels that of the 
management consultant. In addition to 
executing major procedural changes in 
the company our planning unit is used 
extensively in a consulting capacity on a 
myriad of smaller problems working 
within the framework outlined earlier. 
This unit has been able to produce dra- 
matic results in the way of savings and 
improved efficiency. 


Internal Auditor 


The internal auditor can make an ex- 
tremely important contribution to effec- 
tive administration within the organiza- 
tion. The function of internal auditing 
has broadened greatly in recent years so 
that in many companies it is no longer 
limited to the examination of accounting 
and financial operations and the verifica- 
tion of assets and liabilities. In today’s 
concept the internal auditor heads an in- 
dependent appraisal activity within the 
organization which functions by evaluat- 
ing the effectiveness of other types of 
control. He is therefore in an ideal situ- 
ation to render constructive service to 
management by reviewing and reporting 
on matters of operating efficiency. 


In our own organization we subscribe 
to this broader concept of the internal 
auditor’s function. In this connection 
the inspection of our branch offices pro- 
vides as good an example as any. There 
are 54 in number spread across Canada 
and the United States. The internal au- 


ditor visits the branches at stated inter- 
vals and in addition to his work on fi- 
nancial and accounting matters he is 
specifically charged with the responsi- 
bility of scrutinizing staffing, office lay- 
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out, work flow, procedures, and work 
standards. His regular program of exam- 
ination covers specifically adequacy of 
personnel, supervision, staff training, de- 
struction of records, requisitioning and 
storage of supplies, work distribution, 
office equipment, and office space. At 
the conclusion of each visit the internal 
auditor outlines in writing to both head 
office officials and branch officials his 
views on the operations of the branch. 
We believe there is very considerable 
benefit from the integration of this work 
with that performed by the department 
directly responsible for field office super- 


vision. 


Management Consultants 


If we have a planning function which 
operates satisfactorily and if we have 
capable planning-minded executives and 
supervisors what conditions would justify 
the employment of management consult- 
ants ? 

Management consultants may be en- 
gaged :— 

1. After a period of rapid expansion to 
realign policies, organization, etc. 

2. When entering upon a period of ex- 
pansion or entry into new lines of 
business. 

3. Merely as a check that the business 
in all its ramifications is operating 
efficiently. 

On the other hand their assignment 
may be on a much narrower basis, for in- 
stance for the examination of a special 
machine application or the solution of 
some special problem concerning organi- 
zation or personnel — such as installing 
a job-classification system or the finding 
of personnel for stated key positions. If 
an organization has had no previous ex- 
perience with management consultants 
perhaps the following points will be 
helpful: — 

1. Select a reputable firm and become 
acquainted with the principals. 
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2. Enquire from former clients as to the 
firm's ability to do a job of the size 
and scope you want. 

3. If feasible have the consultants un- 
dertake a limited assignment and crit- 
ically examine the results. 

4. Work on an agreed fee basis with a 
clear understanding of what is to be 
produced. 

Our own experience with management 
consultants has been favourable. In the 
most recent of such engagements our 
primary objective was to carry out a brief 
program of training for officers and su- 
pervisors. To this end our consultants 
conducted a supervisors’ seminar over a 
period of three months. In addition they 
conducted an overall examination of our 
policies and procedures. As a result of 
their work we felt that supervisors and 
officers took a new and more enlightened 
interest in their problems with a conse- 
quent improvement in supervision. A 
very large percentage of their recommen- 
dations regarding procedural changes 
were adopted, some 60% by number. 
Many of these, of course, originated in 
our own organization but had the benefit 
of independent, unbiased, and capable 
review. It is my own opinion that an 
overall review of this nature can be car- 
ried on to advantage at reasonable inter- 
vals. An eight-year cycle might be ap- 
propriate depending on all circumstances, 
with special assignments in between as 


required. 


Outside Auditors 


Many of my remarks with reference to 
the role of the internal auditor and man- 
agement consultants can be applied with 
equal force to the work carried on by 
outside firms of chartered accountants. 
Here we have a group with special quali- 
fications and unique opportunities to 
judge the overall company and in particu- 
lar the effectiveness of its policies, pro- 
cedures, and control. Their relationship 
to the company is more intimate than 
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any other outside organization; their con- 
nection is generally more lasting. 


We are well aware of the fact that 
some of the larger firms of chartered ac- 
countants have developed parallel services 
in the management counselling field. 
But my present remarks apply in par- 
ticular to the regular work carried on by 
any practising accountant on behalf of 
his client. Those of us directly respon- 
sible for administration welcome prac- 
tical suggestions aimed at the solution of 
problems of organization, personnel, sys- 
tems and procedures, and control. The 
role of the outside auditor can be valu- 
able in the extreme if he will extend his 
examination beyond the pure accounting 
system to include a critical review of all 
of these factors. If his own work in the 
examination of the accounts is impeded 
by lack of internal control, by delays in 
the production of information, by ab- 
normal error ratios, by cumbersome 
methods and complicated procedures, 
how much more valuable is a recommen- 
dation which gets to the grass roots of 
the difficulty than any amount of time 
spent in verifying the accuracy of the 
final results. Where this concept does 
not exist, I am positive that it would 
require only a brief round table session 
with the accounting executive to work 
out a thoroughly practical working re- 
lationship which would be of direct and 
lasting benefit to the client. 


Conclusion 


At the beginning of this paper I in- 
dicated that I was going to comment on 
the checkpoints by which I would rate the 
effectiveness of administrative proced- 
ures. It is my belief that each and every 
one of the steps outlined here is funda- 
mental. However I do not want to im- 
ply that the techniques need be as ex- 
tensive as described — naturally the cir- 
cumstances of each business will indicate 
how far it is practical to go. These are 
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the philosophies and techniques which, 
in combination with skilful coordination 
and aggressive leadership, can only re- 
sult in effective administration. 

Our interest in this problem, either as 
chartered accountants engaged in industry 


A Recent Book 





Local Authority Finance, Accounts and 
Auditing, by J. H. Burton; published 
by Gee & Co. Ltd., London; pp. 295 
and index; price 25/- 

This book was published originally 
as a text for the young British student 
of local government accounting, fi- 
nance, and auditing, and also as an 
introduction to the above-mentioned 
subjects on the course of the Institute 
of Municipal Treasurers and Account- 
ants. It consists of 36 chapters and 
deals with the responsibilities of the 
chief financial officer, supervision and 
control, expenditures, income, budget- 
ary control, ultra vires payments, effi- 
ciency in municipal administration, and 
internal, statutory, borough, govern- 
ment, and professional audits. It also 
outlines some of the frauds which have 
taken place in various levels of govern- 
ment in England. 

The author discusses at some length 
the point that in the British Isles the 
accounts of most local government au- 
thorities are audited by government or 
“district” auditors who are on the staff 
of the Ministry of Health, under which 
department the local governments func- 
tion. These auditors have very wide 
powers. They may disallow any item 


which has been paid contrary to the law 
and “surcharge” the person or persons 


or as practising accountants acting on 
behalf of the shareholders, should be di- 
rected to equipping ourselves to meet 
the challenge of the more exacting prob- 
lems which the future in this field holds 
in store. 


responsible for authorizing the expen- 
diture or incurring the loss. While 
local governments may choose an inde- 
pendent professional auditor if they 
wish, comparatively few do so. Ap- 
parently the author himself favours the 
choice of the Ministry of Health audi- 
tors since they “have a much superior 
knowledge of local government finance, 
administration, accountancy, and law”. 
Here, however, lies a very serious prob- 
lem for the public accountant who ac- 
cepts an appointment as auditor of a 
municipality in Canada. One of the 
characteristics of municipal accounting 
is the legal framework within which 
accounts must be kept, and yet it is a 
very onerous task for any professional 
public accountant to familiarize himself 
even reasonably well with it. 


Unfortunately the author has made 
no attempt to approach his topics in a 
systematic way and it is very apparent 
that the various chapters have been 
taken from lecture material. As a re- 
sult the text contains a considerable 
amount of repetition. Nonetheless it 
is very interesting and stimulating, and 
any one interested in municipal govern- 
ment will find it of great value. 


PAUL HICKEY, C.A. 
Hamilton, Ontario 








Was Shakespeare 
an Accountant? 


By Derek Lukin Johnston, C.A. 


Some have thought that the immortal bard was Francis Bacon, 
a lawyer, but internal evidence strongly suggests that he was an accountant 





AM well aware that in claiming 

Shakespeare as a principal forerunner 
of the modern chartered accountant, I 
am taking arms against a sea of troubles. 
The theories about Shakespeare's life and 
the authorship of his works are almost in- 
numerable, and each one has its own 
guard of vigilantes ready to pounce upon 
a newcomer. However, the poet himself 
has written: 

We must not stint 

Our necessary actions, in the fear 

To cope malicious censurers 
and so I shall proceed to my thesis 
that William Shakespeare trained and 
practised as a professional accountant be- 
fore, and perhaps even while, he wrote 
his plays and sonnets. 

First, let us look at the circumstantial 
evidence afforded by his works. The 
most casual reading of these shows them 
to abound with references to audits, ac- 
counts, and taxation. Hamlet, tormented 
by thoughts of his father murdered in 
his sleep with no chance to confess and 
be shriven of his sins, cries out, 

And how his audit stands who knows 

save heaven? 
At the outset of the same play we find 
some words which surely are a cry from 


the heart of an accountant in the throes 
of the busy season: 
What might be toward, that this sweaty 
haste 
Doth make the night joint-labourer with 
the day? 
In Othello we find the Duke addressing 
Desdemona’s father in the very terms 
with which a modern auditor might 
instruct his articled student: - 
To vouch this, is no proof 
Without more wider and more overt test. 
Later, Othello cries to Iago, 
Give me the ocular proof 
— a sound principle of auditing which 
has stood the test of time for 350 years. 
In Mach Ado About Nothing Leonato 
says in the first act, 
You tax signior Benedick too much 
— an obvious literary sequel to the au- 
thor’s appearance, on behalf of a client, 
before an Elizabethan income tax appeal 
board! 
In the first part of King Henry IV, 
a thief speaks of his prospective victim 
as 
a kind of auditor 
One that hath abundance of charge too, 
God knows what. 


(I hasten to point out that there is no 
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implication here of the auditor charg- 
ing excessive fees; in the context the 
word “charge” relates merely to the 
moneys which he is known to be carry- 
ing.) 

Inflation was a problem in Shakes- 
peare’s day as it is in ours, and when 
Falstaff remarks in Act IV of The Merry 
Wives of Windsor that he had been 

Set in the stocks, in the common stocks 
surely it is naive indeed to find only a 
reference to punishment, and not see 
deeper into the sound financial advice 
that Shakespeare the accountant was giv- 
ing to his audience. 

Then in King Henry V that rascal 
Pistol, planning to be a war profiteer, 
uses phraseology that could only have 
been placed in his mouth by a profes- 
sional accountant: 

For I shall sutler be 

Unto the camp, and profits will accrue 

I think I have quoted enough, from 
many examples, to show that Shakes- 
peare was thoroughly familiar with the 
best professional auditing and accounting 
standards of his day. Some victims of 
my theory have expressed surprise that 
the practice of auditing was common in 
Shakespeare’s time. The art of auditing 
goes back at least to Roman times. The 
word “audit” derives from the Latin 
verb audire — to hear; for it was the 
custom for the auditors to “hear” the 
“accounts” of transactions which stew- 
ards, or agents, gave verbally. In medi- 
eval times the great English universities 
used to brew a specially strong ale on 
the occasion of “‘audit days’, and this was 
known as “audit ale’. I commend the 
revival of this pleasant custom to mod- 
ern business. 

Where did Shakespeare obtain his de- 
tailed knowledge of professional audit- 
ing and accountancy? Let us first con- 
sider the three major questions which 
form the kernel of the so-called Shakes- 


pearian mystery: — 


1. How did the son of a poor yeoman 
in Stratford acquire the extraordinary 
range of classical, historical, and gen- 
eral knowledge which is demonstrated 
in the plays? 

2. Between 1585 and 1592, we have not 
a single documented fact about Wil- 
liam Shakespeare. Where was he dur- 
ing all that time? 

3. The location of at least ten of his 
plays is Italy, and in these Shakes- 
peare displays a remarkable knowl- 
edge of italian geography and lang- 
uage, knowledge virtually impossible 
for him to acquire without having 
visited Italy. Why did he go to 
Italy, and where did he stay when he 
was there? 


Among the existing theories, I cannot 
find one that fits the problem so easily 
and adequately as that which I am going 
to propound: — 


Shakespeare went to Italy to study the 
new art of double-entry bookkeeping and, 
in all probability, articled himself for 
the usual term of five years to one of the 
distinguished Italian accountants who 
were at that time far and away ahead of 
their professional colleagues in other 
countries. Double-entry bookkeeping, the 
means of recording financial transactions 
employed by 99% of the business world 
today, was invented in the wealthy trad- 
ing cities of Renaissance Italy The first 
known work on the subject was published 
by Fra Luca Paciolo in Venice in 1494, 
and he was followed by other account- 
ants in the 16th cenury: Manzoni in 
Venice, Pietra in Mantua, and Griso- 
gono of Dalmatia (the Illyria of Twelfth 
Night). All these places are frequently 
mentioned in Shakespeare’s Italian plays. 


Now the biographers and researchers 
have been assiduous in their efforts to 
find traces of Shakespeare in Italy. They 
have pored over the records of the Re- 
naissance houses of learning, they have 
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ransacked the university registers, even 
to finding two students named Rosen- 
crantz and Guildenstern on the rolls of 
Milan University in the 1590's. But... 
not a clue about Shakespeare. The rea- 
son? The professors have been barking 
up the wrong tree. Let them search 
counting house records, registers of ap- 
prentices to the bankers’ or the gold- 
smiths’ guilds, and see what they find. I 
suggest that Shakespeare was apprenticed 
for five years to a professional account- 
ant in Venice, Mantua, or Padua, and 
finally returned to England as a qualified 
accountant, settling down to practise with 
all the prestige of a specialized training 
acquired abroad. As additional evi- 
dence, I cite Shakespeare’s use of the 
technical accounting phrase “Debitor and 
creditor’” — to be found in Othello, Act 
I and Cymbeline, Act V — which I be- 
lieve to be the first recorded mention of 
double-entry bookkeeping in England. 


What made him give up a profitable 
accounting practice and turn to the ro- 
mantic but less secure field of drama 
and poetry? Perhaps he tried writing 
and acting as a hobby, and when he had 
achieved some success he did not feel 
he could return to the sober world of 
ledgers and vouchers. Perhaps the 
change was gradual and for a time he 
continued his accounting work by day, 
and went on the boards by night. His 
growing interest in the theatre at this 
time is well expressed in the words ut- 
tered by Puck in Act III of The Midsum- 
mer Night's Dream, 

I'll be an auditor; 

an actor too, if I see cause. 

It has been held that since the plays 
are full of allusions to lawyers, mort- 
gages, leases, etc., Shakespeare was once 
a practising attorney. Nonsense. My 
good friends in the legal profession tell 
me that although there is much good law 
in the plays there is also a deal of bad 
law. It is my own impression that where 
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Shakespeare is dealing with business, 
contracts, bonds, etc. he is accurate, and 
this of course one would expect from his 
accountant’s training in basic commer- 
cial law. But when he gets into crim- 
inal law I think he bogs down hope- 
lessly. 


The trial scene in The Merchant of 
Venice provides a splendid dramatic 
vehicle for Portia’s ‘quality of mercy” 
speech, but as an example of a civil case 
where one party is on the point of being 
allowed to commit murder under the 
noses of the judge and jury, I cannot 
think it would stand the scrutiny of the 
Council of the Law Society for five 
seconds. 


Besides, what lawyer with any con- 
ception of loyalty to his profession could 
let creep into his published work the 
phrase, “the law’s delays” uttered by 
Hamlet in his most famous soliloquy? 
Or the proposal by one of Jack Cade’s 
rebels in the second part of King Henry 
VI, Act IV, that 


The first thing we do, let’s kill all the 
lawyers. 


It is true that a few moments later in the 
same play, Jack Cade and his followers 
hang the clerk of Chatham, who appears 
to have been an accountant of sorts. 
However, the clerk allowed his name to 
be mentioned publicly as a specialist in 
reading and writing, and I think Shakes- 
peare permitted his execution simply as 
a dreadful warning against self-advertise- 
ment and similar breaches of the code 
of professional ethics. 


My case for Shakespeare the account- 
ant rests, and I submit it confidently to 
the audience in the words of Flavius, the 
steward, to his master Timon of Athens, 
in Act II, 


If you suspect my husbandry of false- 
hood, 
Call me before the exactest auditors 
And set me on the proof. 
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Report of the 


1954 Annual Conference 


By C. L. King, F.C.A. 
Executive Secretary, C.1.C.A. 


Triumph of the new look! 





so 52nd Annual Meeting of the 
Canadian Institute of Chartered Ac- 
countants, held in Winnipeg from Aug- 
ust 23 to 26, was a definite success. 
There is no doubt that a canvass of the 
800 persons who took part in the tech- 
nical sessions and social functions would 
heartily confirm this fact. The host In- 
stitute — The Institute of Chartered Ac- 
countants of Manitoba — made the 
warmth of its hospitality abundantly evi- 
dent and the three days of technical ses- 
sions with their high calibre speakers and 
the interest shown by their audiences 
were highly satisfactory. 

Members of the Executive and the 
Committee on Education and Examina- 
tions met at Kenora and Minaki respec- 
tively on August 20 and 21. The Coun- 
cil of the Canadian Institute met in 
Winnipeg in morning and afternoon ses- 
sions from August 23 to 26. 

In line with the decision made by 
Council in 1953, this year’s technical pro- 
gram was on a considerably larger scale 
than in previous years. It was designed 
to interest members in public practice, 
industry, and government service. A 
random survey of some of the subjects 
chosen for discussion will indicate their 
variety: “Conducting an Auditing Prac- 


tice To-day and To-morrow’’; ‘‘Financial 
Management in Industry’; ‘‘Preparation 
of the Annual Report to Shareholders’; 
“Taxation Problems on Purchase or Sale 
of a Business’; “Governmental Appro- 
priation Accounting”; “Financial Con- 
trols Over Materials’; “Taxation and Ac- 
counting Principles’; “Internal Reports 
to Management’. 

Luncheon and dinner addresses num- 
bered two this year. Mr. Philip Ches- 
ter, A.C.A., Managing Director of the 
Hudson’s Bay Company, spoke at the 
opening luncheon for members on Aug- 
ust 23. His talk ““The Other Side of the 
Fence” covered his impressions on the de- 
velopment of the profession since the 
first world war and some suggestions as 
to its future role. The Government of 
Manitoba was host at a luncheon at the 
Fort Garry Hotel on the following day 
when the Honourable R. D. Turner, 
Provincial Treasurer and Minister of In- 
dustry and Commerce, delivered an ad- 
dress dealing with western Canada’s op- 
portunities and those of Manitoba in 
particular. 

On August 25, when all technical ses- 
sions were held at the University cf 
Manitoba campus, the Manitoba Insti- 
tute was host at a luncheon in the uni- 
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‘versity dining room. Mfr. Justice Paul 
DuVal, Chairman of the Board of Gov- 
ernors of the University, together with 
those who led the Convention’s educa- 
tional program, were guests at the head 
table. 


The closing dinner on Thursday, Aug- 
ust 26, which was preceded by a recep- 
tion, was honoured by the presence cf 
Lieutenant Governor The Honourable J. 
S. McDiarmid; Provincial Treasurer and 
Minister of Industry and Commerce Ron- 
ald D. Turner; Mr. Arthur B. Foye, Pre- 
sident, The American Institute of Ac- 
countants; His Worship Mayor Garnet 
Coulter; and Mr. John A. MacAulay, 
President, The Canadian Bar Association. 
Approximately 500 were present includ- 
ing members’ ladies and the wives of offi- 
cial guests. 

An unusual feature of this year’s din- 
ner was the setting up of three head 
tables in T-formation seating 98 per- 
sons, enabling the Institute to recognize 
many of those who had contributed to 
the success of the convention. The gath- 
ering was presided over by retiring presi- 
dent Walter J. Macdonald who intro- 
duced honoured guests and spoke brief- 
ly on his year of office. His announce- 
ment of the establishment of a governor- 
general’s gold medal was received with 
applause by the large gathering. 


Mr. Foye extended the good wishes 
of The American Institute of Account- 
ants. Speaking of unity he suggested 
that ways should be found to promote 
the idea of united thinking on the part 
of each Institute. Towards the end of 
the evening the new President, J. Grant 
Glassco, was introduced to the audience. 
He thanked those who had been respon- 
sible for electing him to office and spoke 
of the great contribution made by his 
predecessor to the advancement of the 
profession. Enthusiastically acclaimed by 
all who watched, the President presented 
Walter J. Macdonald with a rawhide 
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travelling bag. It was singularly approp- 
riate that the Chairman of the Commit- 
tee on Arrangements, Mr. James W. Ab- 
bott, should play his part in the proceed- 
ings. He presented to the newly-elected 
president a miniature, inlaid walnut 
door, suitably inscribed, extending to 
him, as representative of all Canadian 
chartered accountants, the “open door” 
to traditional western hospitality. Beau- 
tiful bouquets were also given to Mrs. 
Walter Macdonald, Mrs. Grant Glassco, 
and Mrs. Daniel Sprague, wife of the 
president of the Manitoba Institute of 
Chartered Accountants. 

During dinner, guests were entertained 
by a local quartette, the Wildwood Clip- 
pers, and the evening concluded with two 
hours of dancing in the ball room. 


Ladies’ Program 
While the technical sessions and mem- 
bers’ luncheons progressed, the ladies 
were able to enjoy a variety of programs 
arranged specially for them. On Mon- 
day August 23 Mrs. Daniel Sprague, wife 


of the President of the Manitoba Insti- 


tute, entertained at a coffee party at her 
home. On Tuesday August 24 the City 
of Winnipeg was host at a luncheon at 
the Royal Alexandra Hotel which was 
presided over by Mayor Garnet Coulter. 
Mrs. Walter Macdonald extended thanks 
on behalf of the guests. After the lun- 
cheon there was a sight-seeing motor 
tour of the city which included the Par- 
liament Buildings, topped by the fam- 
ous “Golden Boy’, followed by the resi- 
dential area of Wildwood Park and out 
to the beautiful campus of the University 
of Manitoba. Assiniboine Park was also 
on the itinerary and the tour continued 
through the industrial area and back 
through the downtown district before 
returning to the Fort Garry Hotel. 

On Wednesday August 25 the ladies 
enjoyed tea at Lower Fort Garry and on 
Thursday August 26 visited St. Charles 
Country Club for luncheon. 
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Golf Competition 

A number of members took part in 
the annual golf competition, facilities 
being provided at the St. Charles Coun- 
try Club and the Niakwa Country Club. 
The Richardson Trophy was won by the 
Manitoba Institute for the low team score 
and the Thompson Trophy by Mr. J. M. 
Fowlis of the Manitoba Institute for the 
low net. 


Social Evening 


An informal social evening for mem- 
bers and their ladies was held on Tues- 
day August 24 at the Rancho Don Carlos. 
Accommodation was limited to 400 per- 
sons so that unfortunately the number 
who desired tickets was slightly in excess 
of the seating available. 


Professional Notes 


ALBERTA 

Riddell, Stead, Graham & Hutchison, 
Chartered Accountants, announce the ad- 
mission to partnership of Mr Jack E. Baker, 
B.Com., C.A. who will conduct the prac- 
tice of the firm in Edmonton with offices 
in the Royal Trust Bldg., 10039 Jasper Ave. 

* * * 

Peat, Marwick, Mitchell & Co., Chartered 
Accountants, announce the admission to 
partnership in their Edmonton office of 
Mr James C. Thompson, Jr., B.Com., C.A. 


BRITISH COLUMBIA 
P. S. Ross & Sons, Chartered Accountants, 
and Watson, Ewing & Rumball, Chartered 
Accountants, announce the merging of their 
practices. The combined practices in Van- 


couver will be carried on under the firm 
name of P.S. Ross & Sons, with offices at 
744 W. Hastings St. Resident partners will 
be Messrs Robert Bell, F.C.A., Ian H. Bell, 
C.A., John B. Ewing, C.A., and Dale L. 
Rumball, C.A. 


Entertainment was provided by the 
piano playing of artist Carmen Cavallaro 
and an excellent buffet supper was served 
during the evening. 

Any concluding remarks about the 
1954 annual meeting would be lacking 
without paying a special tribute to the 
work of the organizers. Those who at- 
tended will long remember the spon- 
taneous warmth of hospitality, and the 
high quality of the speakers taking part 
in the technical sessions. Their ad- 
dresses which appear in the magazine 
will certainly bear out the opinion that 
the Canadian Institute has taken a de- 
cided forward step in the reorganization 
of its annual meeting program. 


MANITOBA 


Manitoba Students’ Society 

Members of the Chartered Accountants 
Students’ Society of Manitoba have chosen 
R. L. (Bob) Wickett, a fifth-year student, 
as their president for the year 1954-1955. 
Mr. Wickett takes over the office from R. 
G. McEwen who held the position for the 
past year. 

Elected to Council of the society by ac- 
clamation were Bruce Smith, Neil Buchan- 
an, Stan Reid, Stan Puchniak, Ron Scott, 
Joe Myles, and Ian Plant. Other members 
of Council whose terms of office did not 
expire this year are Sam Martin, Jack Fyles, 
Herman Crewson, and Bonne Lemon. 


The Society, which is an associate faculty 
of the University of Manitoba, had a very 
active year. Besides sponsoring numerous 
social activities and arranging sports events, 
it took part in Freshie Week activities, pub- 
lished a year book, and issued a regular 
news letter to students. 
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ONTARIO 


Williamson, Shiach, Sales, Gibson & Mid- 
dleton, Chartered Accountants, announce the 
removal of their offices to 133 Richmond 
St. W., Toronto. 

* % * 

Messrs Geoffrey H. Ward, C.A. and Herb- 
ert A. Watson, C.A. announce the formation 
of a partnership for the practice of their 
profession under the firm name of Ward 
& Watson, Chartered Accountants, with of- 
fices at 6 William St. N., Lindsay. 

cd * * 

Mr Ward and Mr William B. Buckley, 
B.Com., C.A. continue their practice under 
the firm name Ward, Buckley & Co., Chart- 
ered Accountants, 28 Duke St., Toronto. 


C.A. Club of Western Ontario 


The Chartered Accountants Club of West- 
ern Onterio held their annual golf tourna- 
ment at Sunningdale Golf Club, London on 
September 26. The inter-office trophy was 
won by William C. Benson & Co. with a 
team average of 114.4. 


News of Our Members 





Mr E. C. Stilling, C.A. (Alta.), has been 
appointed chief accountant for Shell Oil 
Company, Calgary Area. 

* * * 

Mr A. J. Hamilton, C.A. (Alta.), ad- 
dressed a meeting of the Society of Indus- 
trial and Cost Accountants of Alberta on 
“Double Taxation of Corporations”. 


QUEBEC 


Mr Jean-Paul Bolduc, C.A. announces the 
admission to partnership of Mr Jules Lavoie, 
C.A. Practice of the profession will be car- 
ried on under the firm name of Jean-Paul 
Bolduc & Cie, Chartered Accountants, with 
offices at 81 St. Peter St., Quebec. 


* * * 


Messrs Jacques Gingras, c.a., Yves Nor- 
mandeau, c.a., Paul Gingras, c.a., et Donald 
Fortier, c.a. annoncent qu’ils pratiquent 
maintenant leur profession sous la raison 
sociale de Gingras, Normandeau, Fortier & 
Cie, comptables agréés, 293 blvd Charest, 
Québec. 


SASKATCHEWAN 


Regina C.A. Club 
On September 21 the Regina Chartered Ac- 
countants Club held their first meeting of the 
1954-55 season. The executive elected is as 
follows: president, Lloyd O. Robinson; sec- 
retary, J. Smith; directors, C. Westerman, H. 
Rendall, W. E. Clarke. 


Mr E. H. Ambrose, C.A. (Ont.), is this 
year’s chairman of the Red Feather Cam- 
paign in the city of Hamilton, Ont. 

* * * 

Mr Paul Hickey, C.A. (Ont.), has been 
appointed treasurer and commissioner of fi- 
nance of the Corporation of the City of 
Hamilton. 
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Supplement to Research Bulletin No. 6 


THE AUDITOR’S REPORT 


Issued by the Committee on Accounting and Auditing Research 
of the Canadian Institute of Chartered Accountants, September 1954 





Changes in Ontario Legislation 
Affecting the Auditor’s Report 
INCE Bulletin No. 6 was issued in 
September 1951, the Legislature of 

the Province of Ontario has enacted 
a new Companies Act, The Corpora- 
tions Act, 1953, which has wide appli- 
cation because of the large number of 
companies incorporated under Ontario 
legislation. The requirements of this 
new Act relating to the disclosure of 
information in annual financial state- 
ments go considerably beyond those of 
the previous Ontario Act and The Com- 
panies Act (Canada); the requirements 
relating to auditors and their reports 
have also been revised and clarified. 

The provisions relating to the audi- 
tor’s examination and his report have 
been considered by the committee and, 
later in this bulletin, a form of report 
is recommended which, in the opinion 
of the committee, conforms to the new 
requirements. 

Subsections (1), (2) and 3) of sec- 
tion 82 relating to the auditor’s report 
read as follows: 

82(1) The auditor shall make such examina- 
ation as will enable him to report to the 
shareholders as required under subsection 
Zs 

(2) The auditor shall make a report to the 
shareholders on the financial statement 
to be laid before the company at any 
annual meeting during his term of office 
and shall state in his report whether in 
his opinion the financial statement refer- 
red to therein presents fairly the financial 
position of the company and the results 
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of its operations for the period under 
review. 

(3) The auditor in his report shall make 
such statements as he considers neces- 
sary. 

(a) if the company’s financial statement is 
not in agreement with the accounting 
records; 

(4) if the company’s financial statement is 
not in accordance with the require- 
ments of this Act; 

(c) if he has not received all the infor- 
mation and explanations that he has 
required; or 

(@) if proper accounting records have not 
been kept, so far as appears from his 
examination. 


In Bulletin No. 6 this committee stat- 
ed that “an opinion of an independent 
accountant upon financial statements is 
given only after an examination of such 
a nature and scope as will justify the 
expression of an opinion”. Under the 
Ontario Act, the auditor is now speci- 
fically charged with the responsibility 
of making such an examination. Also 
in Bulletin No. 6 this committee stated 
that “the auditor should express in his 
report his opinion of the statement of 
profit and loss and surplus as well as 
of the balance sheet”. This is now a 
statutory requirement where The Corp- 
orations Act (Ontario) applies. 


Whereas formerly the Ontario Act 
required the auditor to state in his re- 
port whether or not all his require- 
ments as auditor had been complied 
with and whether the balance sheet 
was as shown by the books, he is now 
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. required so to report only under the 


circumstances described in s. 82(3). 


Recommended Form 
of Auditor’s Report Under the 
Corporations Act, 1953, (Ontario) 


section 82 of The Corporations Act, 
(Ontario) upon the financial statements 
of a company and is in a position to 
express an unqualified opinion, it is re- 
commended that his report take the 


following form: 


When the auditor is reporting under 


AUDITOR’S REPORT! 
To the Shareholders of 
Rema arreseaitttat desi tor easier inch iaaitodints Company Limited: 
I have examined the balance sheet Perea cities eels 
Company Limited AS Gbb...........cccmsscssecesseeee: ae and the 
statement of profit and loss and surplus for the year ended 
on that date. My examination included a general review of 
the accounting procedures and such tests of accounting records 
and other supporting evidence as I considered necessary in 
the circumstances. 
in my opinion the accompanying balance sheet and statements 
of profit and loss and surplus present fairly the financial 


position of the company AS b........c.ccccccecseteereseseteee 19... 
and the results of its operations for the year ended on that 
date. 

PO ssi eee een emanates 


This form of report, with any neces- 
sary modifications, may also be appro- 
priate in reporting upon the financial 
statements of partnerships, sole pro- 
prietorships and associations. 


Consistency in 
Application of Accounting Principles 
The form of the auditor's report re- 
commended in Bulletin No. 6 and the 
form recommended in this supplement 
do not include reference to consistency 
in the application of accounting prin- 


1 The committee believes it desirable that 
the financial statements indicate the statute 
under which the company is incorporated. 
If this is not done, it may be thought de- 
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ciples. However, Bulletin No. 1 (and 
section 87(1) of The Corporations Act, 
(Ontario)) requires disclosure of any 
important change in the company’s ac- 
counting procedures which has had a 
material effect on the profits and losses 
as reported, the nature thereof and, if 
practicable, the effect of such change. 
Accordingly, in the absence of disclo- 
sure to the contrary, consistency in the 
application of accounting principles 
from year to year is implied. 





sirable to disclose in the auditor’s report 
the statute under which the audit has been 
conducted. 
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By Gertrude Mulcahy, B.A., C.A. 
The C.I.C.A. Research Department 


INVESTMENTS IN SUBSIDIARY COMPANIES 





A GREAT many companies carry out 

some of their operations through 
subsidiary companies. Of the 280 an- 
nual reports reviewed for 1952,* 177 
revealed that the company held control 
of the majority of the voting stock of 
other companies (1951 — 176 of 279; 
1950 — 150 of 209; 1949 — 141 of 
202). Such disclosure was made in 139 
cases by the presentation of the financial 
statements on a consolidated basis and in 
37 cases by the inclusion in the balance 
sheet of investments in subsidiary com- 
panies. However, in one financial re- 
port the investment in the subsidiary 
company mentioned in the directors’ re- 
port was included on the balance sheet 
under the “‘Investment’’ caption as“... . 
Ltd. Shares at Cost’. Although the di- 
rectors’ report set out the amount of the 
net profit of the subsidiary company, no 
indication was given in the annual report 
as to the accounting treatment followed 
in respect of such profit. Of the 139 
consolidated statements, 98 were pre- 
pared on the basis of consolidating all 
subsidiary companies. In the remaining 
41 cases, only some of the subsidiary 
companies were consolidated, the invest- 
ment in the non-consolidated subsidiary 





* Of these, 182 came from companies whose 
reports had also been included in each 
of the 1949, 1950, and 1951 analyses. 


companies being shown as a separate 
item on the balance sheet. With the 37 
cases mentioned above this made a total 
of 78 companies showing investment in 
subsidiaries as assets. 


Basis of Valuation 


In Bulletin No. 1 the Committee on 
Accounting and Auditing Research re- 
commended that the basis of valuation of 
the investment in subsidiary companies 
should be indicated in the financial state- 
ments. In this respect, 42% of the 78 
financial statements, which showed in- 
vestment in subsidiary companies out- 
standing as at the 1952 year end date, 
stated that “‘cost’’ was the basis used in 
valuing this item (1951 — 40%; 1950 
— 35%; 1949 — 36%). An additional 
16% described the basis of valuation by 
the use of terms such as: cost less re- 
serve, cost less write off, not more than 
cost, revalued by management in 19—, 
less reserve, book value less reserve, and 
value which in aggregate is less than 
cost. Some of these miscellaneous de- 
scriptions can hardly be classified as a 
true indication of a basis of valuation 
but rather as a hint of what the basis 
might be. The remaining 42% of the 
1952 financial reports concerned made no 
mention of the basis upon which the in- 
vestment in subsidiary companies was in- 
cluded in the parent company’s accounts 
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(1951, 47%; 1950, 47%; 1949, 409%). 

Only 14 of the 1952 reports contained 
a reference to or disclosure of the parent 
company’s equity in the subsidiary com- 
panties. 


Segregation of Advance to and 
Investment in Subsidiary Companies 


Figure 1 summarizes the methods used 
by Canadian companies to distinguish 
between the investment in shares of and 
the advances to subsidiary companies. In 
the majority of cases in which these items 
were grouped and extended as one figure 
on the balance sheet, the relative signi- 
ficance of the total investment to the 
overall financial picture did not war- 
rant the disclosure of the amounts at- 
tributable to the components. 


Accounting Treatment 
Re Profit and Loss 


Bulletin No. 1 contains the recommen- 
dation that “Unless a consolidated bal- 
ance sheet is presented the accounting 
practice followed with respect to profits 
or losses of subsidiaries should be stat- 
ed”. Disclosure of this information was 
made in the 1952 annual reports as fol- 
lows: 


49 — referred to in auditor’s report 


13 — set out in notes attached to 
financial statements 
1 — referred to in directors’ report 
63 
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Fifteen of the annual reports for 1952 
did not disclose the accounting treatment 
followed in respect of such profit and loss 
in the parent company’s accounts. In 
the case of one company, incorporated 
under the Companies Act (Canada), such 
procedure was justified in that the bal- 
ance sheet clearly stated that the subsidi- 
ary company was a non-operating com- 
pany. The remaining 14 companies were 
incorporated under provincial statutes 
which did not require any such disclos- 
ure. Three of these set out, as a sep- 
arate item in the statement of profit and 
loss, dividends received from subsidiary 
companies. 

Although most of the annual reports 
contain a reference to the accounting 
treatment of subsidiary companies’ pro- 
fits and losses, the reader is sometimes 
left to his own resources to determine the 
exact procedures followed in this respect. 
For example, the auditors of one com- 
pany stated that “In accordance with sec- 
tion 114 of The Companies Act, Canada, 
we report that the net loss of the wholly- 
owned subsidiary company which is not 
consolidated (..... Limited) for its 
last fiscal year has been fully provided for 
in the accompanying statements.” There 
is no reference either in the financial 
statements or in the directors’ report as to 
how such loss has been provided for in 
the parent company’s accounts. The dis- 
closure on the 1952 balance sheet that 
the investment in the wholly-owned sub- 
sidiary company is valued at “cost less 


























1952 1951 1950 1949 
53% 49% 45% 50% — 
1% 1% _ 
4% 7% 12% 14% — 
42% 43% 43% 36% — 
100% 100% 100% 100% 





Figure 1 
Balance Sheet Segregation of Advances to and Investment in Subsidiary Companies 





Separate figures 
Grouped in one figure with amount of 


advances set out in description. 


Grouped in one figure 
No indication of advances 
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reserve of $5,000”, as in 1951, might 
be taken to imply that no adjustment has 
been made in this account to provide for 
the subsidiary losses. However, a com- 
parison of the 1951 and 1952 financial 
statements reveals that although the 
stated basis of valuation is unchanged, 
there has been a reduction of $1,513 in 
the amount of this item which could or 
could not result from providing for the 
loss of the subsidiary. Fortunately, in 
this particular instance the lack of precise 
information as to the accounting proced- 
ures adopted is not too significant be- 
cause the amounts involved are imma- 
terial. 


Examples 

The excerpts shown below have been 
selected from the annual reports analyzed 
for 1952 to indicate some of the methods 
used by Canadian companies to disclose 
information relating to the investment 
in non-consolidated subsidiary companies. 

The total of the investment in non-con- 
solidated subsidiary companies in example 
1 represents approximately 24% of the 
assets of the company other than current 
assets. The amounts of the components 
of this figure, investment in stocks and 
advances, have been set out separately on 
the balance sheet under a properly de- 
scriptive caption. The basis of valuation 
of the investments in stocks of subsidi- 
ary companies has been set out on the 
balance sheet. The auditor's report dis- 
closed that the parent company has fol- 
lowed the practice of taking into its ac- 
counts only that portion of the profits 
of non-consolidated subsidiary companies 
which has been received as dividends. 
The amount of such dividends is set out 
as a separate item in the statement of 
profit and loss. The amount of the in- 


crease of the parent company’s equity in 
the non-consolidated subsidiary compan- 
ies since acquisition, the amount of the 
parent company’s equity in the current 
profits less losses of these companies, and 


the amount of dividends received there- 
from are all set out clearly in the note an- 
nexed to the balance sheet. The disclos- 
ure of the amount applicable to the sub- 
sidiary companies in various countries is 
of particular significance in light of exist- 
ing exchange regulations. The manage- 
ment of this company has been success- 
ful in its endeavour to present to the 
reader information which will be of as- 
sistance in determining the relative sig- 
nificance of the non-consolidated subsidi- 
ary companies in the overall financial 
picture. This presentation does, in effect, 
embody the recommendations expressed 
by the Committee on Accounting and 
Auditing Research of the Canadian In- 
stitute of Chartered Accountants in Bul- 
letin No. 1. 

There should be no doubt in the 
mind of anyone who reads example 2 
that it is the practice of the management 
of the parent company to take up in its 
accounts its share of the profits and losses 
of the non-consolidated subsidiary com- 
pany. The description of the basis of 
valuation of the balance sheet item ‘‘In- 
vestment in and Advances to Subsidiary 
Company”, the auditors’ disclosure under 
section 114 of the Companies’ Act (Can- 
ada), and the disclosure of the parent 
company’s share of the current loss of 
the subsidiary company in the statement 
of deficit account clearly indicate how 
such net losses have been xeflected in the 
parent company’s accounts. The group- 
ing of the investment in shares and ad- 
vances to subsidiary companies in ex- 
ample 2 might arouse some criticism. 
However, in view of the fact that the 
assets, other than current, totalled $2,- 
242,200, a break down of this item of 
$6,042 would add nothing to the over- 
all picture. The segregation of the total 
investment under a properly descriptive 
caption could not possibly be interpreted 
as an indication that this item is consid- 
ered to be of significance. Such presen- 
tation was obviously adopted by the man- 
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agement in order to eliminate the group- 
ing of what they considered to be dis- 
similar items. 


The term “fixed assets” generally re- 
fers to tangible items such as land, build- 
ings, machinery, and equipment. As a 
result, the balance sheet classification of 
the “Investments in subsidiary compan- 
ies” as a fixed asset, in example 3, might 
cause some confusion to a casual reader, 
but in view of the fact that such invest- 
ments represent less than 1% of the total 
assets other than current, they do not 
warrant a separate balance sheet classi- 
fication. The assets of the company 
have been set out under three general 
headings: “Current Assets’, ‘‘Deferred 
Charges”, and “Fixed Assets”. Under 
these circumstances the inclusion of such 
investments under the “Fixed Assets’ 
caption is a reasonable presentation. 

The segregation of the investments 
from the plants, buildings, equipment, 
etc., and the extension of two figures 
under this category , indicates to the read- 
er that management recognizes certain 
dissimilarities between the items includ- 
ed. Unlike examples 1 and 2, there is 
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no disclosure in the financial report of 
the basis of valuation on which such in- 
vestments are incorporated in the finan- 
cial statement. 


As in examples 1 and 2 the auditor 
states in his report the practice followed 
by the parent company in respect to the 
profits and loss of the subsidiary com- 
panies. However, in complete contrast 
to examples 1 and 2 there is no disclos- 
ure in the financial report of the amount 
thereof which has been taken into the 
parent company’s accounts in the cur- 
rent year. The dividends received from 
subsidiary companies are obviously in- 
cluded in the item “Income from In- 
vestments” appearing in the income 
statement. Although the directors dis- 
close the amount of the parent company’s 
equity in the current undistributed profits 
of the subsidiaries, no reference is made 
to the increase or decrease in the parent 
company’s equity in its subsidiary com- 
panies since acquisition. The reason for 
the reference by the directors to the 
total assets of the subsidiary companies 
as at the year end date is not apparent. 


EXCERPTS FROM PUBLISHED FINANCIAL REPORTS — 1952 
Investment in Subsidiary Companies é 


Example 1 


In balance sheet 


ASSETS 
INVESTMENTS IN AND ADVANCES TO SUBSIDIARY COMPANIES NOT 


CONSOLIDATED (NOTE 5): 


Capital stocks, at cost . 
Advances 


$ 3,836,480 
12,933,031 


16,769,511 


Note 5: Investments in and advances to subsidiary companies not consoli- 
dated comprise $8,082,000 for subsidiaries in Scotland and Jamaica, B.W.L, 
$1,318,000 for subsidiaries in Canada and $7,370,000 for subsidiaries in 
the United States. The equity in the net tangible assets of these companies, 
as shown by their balance sheets, is approximately $2,800,000 in excess of 
the amount at which the investments and advances are included in the 
The equity in the profits less losses of these com- 


attached accounts. 
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panies for the year, as shown by their income accounts, amounted to 
approximately $490,000: dividends of $24,250 were received during the 


year. 
(Total assets, other than current — $69,416,030) 


In statement of profit and loss 
Dividends from subsidiary company not consolidated .$24,250 
(Reported profit transferred to earned surplus — $37,283,535) 


In auditor’s report 

In accordance with the requirements of Section 114 of The Companies Act, 1934, 
we report that the profits for the year of the subsidiary companies not consolidated have 
been included in the consolidated accounts to the extent of dividends received and that 
the Corporation’s equity in the aggregate profits less losses of those subsidiaries exceeded 
the amount of such dividends. 


Example 2 


In balance sheet 
ASSETS 


INVESTMENT IN AND ADVANCES TO SUBSIDIARY COMPANY: 
Shares, at cost, and advances less losses (net) incurred to date ................ $6,042 
(Total assets, other than current — $2,242,200) 


In statement of deficit account 
Deduct: 
Loss incurred in 1952 by subsidiary, ............0...ccceee Limited es es $ 466 
(Reported loss transferred to deficit account — $482,493) 


In auditor’s report 

In accordance with Section 114 of the Dominion Companies Act we report that the 
accumulated net losses incurred by the subsidiary company have been reflected in a 
reduction of the book value of the holding company’s investment in shares of and advances 
to the subsidiary, the relative net charges having been made to the holding company’s 


surplus account. 





Example 3 
In balance sheet 
ASSETS 

CURRENT ASSETS 
Accounts receivable, less reserve for doubtful accounts .................... $ 14,644,241 
NE RCHEMNEN os che oo ig Jat ae at ante Re $13,844,429 
SEN MeT OE + CONAN 5 3. Fir seep lente ceccecouvednraritnaiitas 215,133 
ROTTEN oo OR ecco cited oe ole 8 ee cnet ate 584,679 

FIXED ASSETS 
Plants, buildings and equipment* ................ccccceseeeeee 96,871,750 
URI NO ce et ca oe Sanghi basalt luahilates 2,715,340 
Goodwill, patents amd processes ............:sccscesesesscsseseeee 3,377,151 $102,964,241 
Investments in subsidiary companies ...............:cccseeeeeees 984,533 


URES SUR OUUNEE COMIN sca ssn ceec cscs bean Heoscessseceencecvecins 200,000 1,184,533 
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LIABILITIES 
CURRENT LIABILITIES 
ORNS MOINS 2 leo. os cts aspects hence .. $11,793,276 
ROERAG COMERS = 5c. Sos epses casi. Sale Pest 64,815 
$ 11,858,091 
Federal, provincial and municipal taxes .................:cccccccscseeeeeeee § 7,263,834 


DIPS UII NL ca i att ce cece se cad cate at Ra, 2,905,007 


22,026,932 

(Total assets, other than current — $104,920,165) 
* The details of the basis of valuation presented in the financial statement in respect 
of plants, buildings, and equipment have been deleted for purposes of this example. 


In auditor’s report 

In accordance with Section 114 of The Companies Act, 1934, we report that the 
Company’s share of the aggregate profits earned by subsidiary companies for the year 1952 
has been included in the attached accounts only to the extent of the dividends declared 
and received by the Company. 


In directors’ report 

As in previous years, the profits of subsidiary companies have not been consolidated 
WUMRET IDOE OE ois sécsiccenssiescnitcichesacs Limited, but have been included in the Company’s financial 
statements only to the extent of the dividends declared and received by the Company. 
All subsidiary companies earned profits in 1952, the total of which exceeded the sum of 
cash dividends declared. The Company has an equity of $19,000 in these undistributed 
profits. At 31st December 1952, the total assets of the subsidiary companies were equiva- 
lent to about 4 per cent of the assets Of ................:cceecceceeees . Limited. 
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Practitioners’ Forum 








Conducted by Geoffrey H. Ward, C.A. 


BUILDING YOUR CLIENTELE 





OULD you like to have lots of 
new clients, build a larger prac- 
tice? Are you contemplating start- 
ing in practice on your own? Would 
you like to know how to get clients? 
While we don’t have any infallible 
recipe, one of your panel members, Mr. 
D. A. Ross, C.A. of Calgary, prepared 
a good list for you to start on. Here, 
supplemented by comments from other 
panel members, is his list. 


1. FROM EXISTING CLIENTS 
Probably the best way to increase 
volume is to have satisfied clients. This 
can build your practice in three ways — 


(a) Expansion of present clients’ 
business interest 

Keep in touch with any new moves 
your clients plan to make. The re- 
quirements of our Professional Code do 
not allow you to ask a client to give 
you all his work where he is already using 
more than one firm of auditors. How- 
ever, when a client acquires another 
business even though it has been au- 
dited by another accountant, it is quite 
normal and natural for you to expect to 
be requested to undertake that audit 
too. Under most circumstances, if you 
did not get the appointment this would 
indicate that you were not on very 


solid ground insofar as that client was 
concerned. From the client’s point of 
view there are very distinct advantages 
to having all his financial affairs under 
the review of one accountant. Indeed 
proper tax advice can hardly be ren- 
dered today without full knowledge of 
all a client’s business activities. If you 
regard your present assignments as 
more than just a job of work and show 
proper interest in each client's affairs, 
your work for a client will expand as 
his interests expand. 


(b) Expansion of services rendered 
to clients 


Every client has different needs, 
hence you should be constantly on the 
lookout for additional services that you 
can provide. One panel member feels 
that this important source of work is 
one of the most neglected, especially in 
practices that have a reasonable number 
of clients. There is often much valu- 
able tax service to be rendered where 
present services are mainly of an audit 
nature, and where present assignments 
are largely tax, there is the possibility 
of audit work. Where only annual f- 
nancial statements have been prepared 
there is often a need for interim state- 
ments and sometimes a need for special 
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purpose statements. Where a client's ac- 
counting staff is over-burdened, or in a 
smaller business where the accountant’s 
ability and experience are more limited, 
the client may be willing to turn over cer- 
tain accounting work to you. This may 
include the preparation of government 
reports, special reports, insurance 
claims, indeed any work that is unusual 
or non-recurring or in some way apart 
from the normal accounting routine. 
Perhaps an accounting system needs re- 
vision or there is a need for advice 
on financial matters. Let your clients 
know that a full professional service is 
available to them. You should be suf- 
ficiently close to your clients’ businesses 
to know their needs and to be aware 
of the possibilities for special services. 
Special assignments often make the 
client more appreciative of your ser- 
vices than regular audit work. 


(c) Recommendations by clients 


Your best advertisement is always a 
satisfied client. Tell your clients how 
valuable their good opinion is to you. 
Be sure to promptly acknowledge any 
recommendations they may make. 


2. FROM OUT-OF-TOWN CONTACTS 


Build up your out-of-town contacts. 
Through them you may be able to make 
connections with businesses moving in- 
to your community. You may be able 
to build some volume from branch work 
performed for out-of-town firms. Con- 
tacts can be built by taking an active 
part in Institute affairs and thereby be- 
coming better known to fellow mem- 
bers practising in other cities. They can 
also be built by taking an active part in 
trade and service organizations that op- 
erate on a provincial or wider basis. Your 
geographical position has a great deal 
to do with the importance of out-of-town 
contacts. If you are located in one of 


our main cities you may find it helpful to 
work out an arrangement with account- 


ants located in other main cities. If you 
are located in a large city you may find 
it helpful to do work for accountants 
practising in smaller centres in your Prov- 
ince or vice versa. Some cities are linked 
closely with others and are served in 
many instances by the same businesses. 
In these circumstances if you cannot op- 
erate branches in the related cities, you 
will find it helpful to have working ar- 
rangements with practising accountants 
instead. 


3. FROM THE LEGAL PROFESSION 

Many recommendations as auditor for 
new incorporations may be obtained from 
lawyers. In addition legal firms fre- 
quently require accountants for investi- 
gation work and as expert witnesses. 
Many small businessmen who have never 
used the services of a professional ac- 
countant go to a lawyer to consult him 
about incorporating, about tax problems, 
about their wills, or about legal agree- 
ments that require accounting informa- 
tion. Hence their opportunities to re- 


commend to clients the services of a pro-. 


fessional accountant are numerous. In 
this country each year lawyers and ac- 
countants are working closer together 
and lawyers appreciate the special services 
that can be rendered by competent pro- 
fessional accountants. They will recom- 
mend an accountant they know and one 
in, whom they have confidence. This 
prompts two suggestions: take full use 
of any opportunity to get on closer terms 
with lawyers and see that in your pro- 
fessional dealings with them you build 
their confidence in your abilities. 


4. FROM FINANCIAL CONCERNS 

Financial houses and banks frequently 
require audit or special investigation 
work prior to investment or to loaning 
funds. In Canada, where there are only 
a few banks, the professional status of 
the chartered accountant is well recog- 
nized. The banker seeks reliable infor- 
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mation and will have no hesitancy in 
forcefully recommending to the borrow- 
ing businessman that he present him with 
audited statements. Even where the busi- 
nessman is not borrowing from the bank, 
he uses his banker as a business con- 
sultant and will ask his advice when seek- 
ing an auditor. It helps to be personally 
known to bankers in your community. It 
helps to write the kind of report that 
gives the banker the information he con- 
siders important. It helps even more 
for them to have a high opinion of your 
professional competence and reliability. 
This column dealt with relations between 
the public accountant and the banker in 
the May and July 1954 issues. 


5. FROM A GENERAL 
KNOWLEDGE OF NEW AND CHANG- 
ING BUSINESS IN YOUR COMMUNITY 

In the smaller towns you may be able 
to keep a running check on _ business 
changes, new incorporations, and law 
suits. From a detailed study of such in- 
formation you may be able to spot new 
sources of business. Also you may be 
able to ascertain where business that you 
had expected was directed. 


6. FROM THE DEVELOPMENT 
OF STAFF SPECIALTIES 


In addition to our primary function as 
auditors the main specialty of the public 
accountant today is probably as a tax ex- 
pert. However, you may find that the 
development of other specialties will, 
when recognized, increase volume. Many 
accountants are licensed trustees in bank- 
ruptcy. This may well increase your 
business in depressed times. There is a 
growing trend towards becoming finan- 
cial advisers to management. This role 
may in a few years exceed tax advice in 
importance. 


7. FROM HAVING A STAFF SURPLUS 


A reserve capacity in staff hours 
wil] permit you to take on new work or 


special engagements without disrupting 
existing work, and accordingly will en- 
courage the influx of new business. New 
work is often dependent upon the abil- 
ity to give immediate service. A pros- 
pective client may have had two or more 
auditors recommended and may have to 
choose one who can give immediate ser- 
vice. A client may have work done by 
his own staff that he preferred to have 
done by you. 


8. FROM CONTACT FOLLOW-UP 


A complete record should be kept of 
every new prospect. You should recon- 
tact him at intervals until his work has 
been taken care of. 

Other methods include the purchase of 
a practice, a merger, or an agreement for 
succession. However, as these are major 
topics comment on them is being saved 


for later. 
* * * 


OME further comments on this same 
topic appeared in The Journal of 
Accountancy for October 1953. Dixon 
Fagerberg, Jr., C.P.A. in an article 
“Building and Keeping a Clientele Re- 
quires Basic Analysis and Military Tac- 
tics” covered some interesting points. He 
suggests that successful accounting prac- 
tices don’t just happen — they result 
from careful planning based on intelli- 
gent thinking. A rational businesslike 
approach to the task of building a prac- 
tice following the concept of investment 
and yield, and the techniques of sales- 
manship, is appropriate. Particularly im- 
portant, he says, is knowing what product 
is being marketed and then improving 
it continually. 

You have to “get there first with the 
most’’ and this implies frontiers to be 
penetrated. In public accounting the 
three frontiers comprise the geographical, 
the intensive cultivation of clients al- 
ready being served, and new services. 


Now to consider each of these in turn. 
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The location should be chosen after a 
proper survey of the potential market. 
Assuming that 1,000 people are needed 
to support one person in public account- 
ing and that the potential gross revenue 
from all sources is about $5 per capita, 
a town of 5,000 should ultimately make 
possible a practice consisting of one 
principal, three other accountants, and a 
secretary-typist, with an annual gross of 
$25,000. 

In order to make a good start in the 
intensive cultivation of clients the author 
feels that the only way to cement a last- 
ing relationship is to see to it that the 
value of the work to the client exceeds 
the cost to the accounting firm, by as 
much as the firm can possibly afford. 
This point is particularly applicable to 
public accounting, because repeat engage- 
ments are the lifeblood of a healthy prac- 
tice. The same economic laws apply to 
accounting as to other businesses. Those 
who succeed and grow are those who put 
out the most value. The strategic time 
to establish such a reputation with clients 
is at the start of the engagement. The 
return on this investment of time comes 
when the client tells his friends and as- 
sociates that a C.A.’s work does not cost; 
it pays. 

“Getting there first with the most” 
raises the question “the most of what”. 
What we are selling — time, experience, 
education, financial statements, reports, 
audit certificates? Our end product is 
actually useful information, that is, in- 


formation which has been interpreted so 
that the reader may make use of it. Mr. 
Fagerberg makes the point that whilst 
with big companies it is the president 
who writes the annual report, with smal- 
ler companies there is an opportunity for 
the auditor in his long-form report to 
convey the story of the financial opera- 
tions for the year and to point out the 
messages to be learned from the financial 
statements. 


Now let us assume that we have ar- 
rived, that we have established our ac- 
counting practice and built the necessary 
volume. As is clearly evident in the 
case of military advances, it is ncessary 
for us to consolidate and regroup before 
advancing further. If we do not do so, 
poor administration can ruin a successful 
practice. Experience in retaining clien- 
tele after it has been built fortifies the 
view that administration is what cleans, 
overhauls, and lubricates the productive 
machinery. Sound organization and plan- 
ning must be given proper status to 
maintain production and quality of the 
professional product. 


In conclusion, here are a couple of 
provocative quotes from Mr. Fagerberg’s 
article: “Running your own office effi- 
ciently is always the most productive en- 
gagement on the list”. “It is normal 
and healthy to lose clients occasionally— 
undesirable clients. No firm can do all 
the accounting in the world, so salva- 
tion lies in just doing the best of it.” 


The editor of this bi-monthly column cordially invites 


correspondence from his readers. 
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J. E. Smyth, C.A., Editor 
(Correspondence with the editor is cordially invited.) 





NOTES AND COMMENTS 


Can Next Year’s Depreciation Expense be a Current Asset? 


W* are all familiar with the reason- 
ing by which a long-term liability 
is classified at last as a current liability 
at the year-end preceding its maturity — 
provided, at any rate, it is neither go- 
ing to be refunded nor paid out of 
“sinking fund’ assets which are not 
themselves classified as current assets. A 
long-term liability is, as it were, kicked 
upstairs just before it is retired. 

But now a student has raised an in- 
teresting point. If this reasoning ap- 
plies to long-term //abilities, why does it 
not also apply to long-term (i.e. fixed) 
assets? If it does, then next year’s de- 
preciation expense should be classified 
as this year-end’s current asset! 

There is, in fact, quite a bit to be 
said for such reasoning, though we must 
admit we do not expect the people who 
prepare balance sheets to be readily con- 
verted. In support of the student who 
has raised the point, we submit that it 
is quite proper to regard fixed assets as 
a bundle, or package, of services which 
will become available to the business over 
an extended period of time; services 
which will be gradually sold to custom- 
ers, along with all the other goods and 
services purchased by the business. In 
this rather subtle way the cost of fixed 


assets is eventually realized in part or 
in whole by a business through its rev- 
enue. Depreciation expense may be de- 
fined, therefore, as the cost of those ser- 
vices provided by fixed assets which, 
it is estimated, have been sold to cus- 
tomers in the current year. As for next 
year’s depreciation expense, it will be 
realized in a similar way next year. 


What then, one may well ask, is the 
difference between that portion of the 
cost of fixed assets which will be realized 
in revenue in the following year, and the 
cost of inventories, and prepaid expenses 
in general, which will be realized in a 
similar way? If inventories and other 
prepaid expenses are to be classified as 
current assets, why not also next year’s 
depreciation expense? 


This is, indeed, an awkward question. 
While readers are pondering it they may, 
if they wish, keep their morale up by 
picturing us trying to solve this month’s 
puzzle (see below) while awaiting the 
answer. 

* * * * 


Assuming the above reasoning to be 
given effect in a balance sheet, the rele- 
vant sections of the balance sheet might 


appear: 
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Current assets 


Cash on hand and in 
bank 

Accounts receivable 

Less allowance for 
doubtful accounts .... 


$xxx 
.. $xxx 


xxx 





Merchandise 

ME URNIE oo: Cracpinosnsaiaoakss 
Prepaid expenses (de- 
preciation, insurance, 
office supplies) 


inventory, 
XXX 


xxx 





Total current assets $xxx 


PL 


The following situation arose in actus 
litigation. In order to prepare exhibi* 
for use by the defence in court it was 
necessary to examine the plaintiff's rec- 
ords which were made available to me by 
court order. On examination, many of 
the most pertinent figures were found to 
be expressed in code. Only part of the 
books were covered by the court order, 
since the majority did not pertain to the 
case; it was therefore impossible to de- 
termine the wanted amounts by account- 
ing formulae. It was not expedient to 
obtain the plaintiff's explanation of the 
key to his code; such explanation could 
not have been accepted without independ- 
ent proof even if it were available. Final- 
ly, any solution would have to be dem- 
onstrated as correct beyond doubt, to the 
satisfaction of the jury. 


SOLUTION TO THE 


When the band fits, its circumference = 
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Long-term assets 
Plant and equipment, at cost 
Less recorded depreciation to 
date 


xxx 


Unexpired cost to date .......... 
Less portion of unexpired cost 
awaiting realization next 
year (shown as depreciation 
in the current asset section, 
above) 


Total long-term assets .. 





E 


Fortunately, the following example of 
the use of the code appeared on one page 
of the books available to me; in every 
other instance it was used for single fig- 
wees only: 


. 


nw 
Bm 


B 
O 


<|>7 
=| E> 
= 


Bw > 
AwnmiuH 


>> gu 
PrP > 
Oona 
wBagol| mo 


. 


JJAJNN BW 
What numbers did the various letters 
represent? (Every letter represents a 
different digit.) 


(Submitted by Mr. E. R. Raper, Dal- 
las, Texas) 


OCTOBER PUZZLE 


2mr, 
where i= distance from the earth’s core to its surface. 


i a ee 





nm 
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After 12 inches have been added, its circumference = 2a, 
where tr, = distance from the earth’s core to the band. 

But c, — c, = 12 inches. 

Therefore, 


(2mr,) — (2xr,) = 12 inches 

2e(ty — 7.) = 12 

f~— rf, = 12 = 12 + 6.2832 
2a 


f!_—f, = 191 inches 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by qualified accountants and reflect 


the personal views and opinions of the various contributors. They are designed not as 
models for submission to the examiner, but rather to provide such discussion and ex- 
planation of the problems as will make their study beneficial. The editor will welcome 
discussion of the solutions published. 


PROBLEM 1 
Intermediate Examination, October 1953 
Accounting I, Question 3 (20 marks) 


CA has been approached by X, the new owner of a large business building, for 


advice concerning an accounting system which would properly account for rents re- 
ceived, rents receivable, and the gross rental revenue. 


Required: 


Outline an adequate system. 


A SOLUTION 
THE X BUSINESS BUILDING 


ACCOUNTING SYSTEM RECOMMENDED TO RECORD RENTS RECEIVED, 
RENTS RECEIVABLE AND GROsS RENTAL REVENUE 


Records to be maintained 


I. 


A rental register, in either card or book form. This book will contain a separate 
sheet or card for each office, setting out the office number, space, rent, terms of rental, 
contract, and the name of the person presently occupying the suite. 

Vacancy and occupancy notices. These notices will be prenumbered and contain space 
in which to record the details of all changes in occupancy, viz., the effective dates, the 
suite concerned, and the amount of the rental involved. 

A rental receivable ledger. This is a subsidiary ledger containing individual accounts 
for each tenant, with the details of his name, suite occupied, and amount of rent, plus 
a separate account for unoccupied space. 

Prenumbered duplicate cash receipt forms, to record all payments over the counter. 

A cash receipts book with a separate column to cover receipts of rentals, “Cr. Rentals 
receivable”. 

A rentals receivable control account in the general ledger. 





298 The Canadian Chartered Accountant, November, 1954 


Operation of the System 


1. At the beginning of every month a journal entry is prepared to record the total 
rental value of all space (whether occupied or not): 
IDE aR n URI 2565 S25 as paca casicssecran nh mews ineeOeaS xxXxX 
Cr. Rent revenue ............... Bs ay eate ako Seisayn ead oeseareoka xxxX 
The amount is obtained from an adding machine tape of the cards or ledger sheets 
in the rental register. 

2. The details of the rentals receivable are posted from the individual cards or sheets in 
the rental register to the respective accounts in the subsidiary ledger. 

3. The vacancy and occupancy notices are the basis for entries in the rental register and in 
the rental receivable (subsidiary) ledger for the tenants affected. The adjustments 
of rentals as recorded on the notices will be posted directly to the special account for 
unoccupied space and the individual tenants’ accounts in the rentals receivable ledger. 
The notices will be filed monthly. 

4. At the end of every month the total rental value of unoccupied space, as shown in 
the rental receivable ledger, is recorded by a journal entry: 

Dr. Rent revenue ee ce XXXX 

Cr. Rentals receivable SIGH SENA GS eR R eek XXXX 
The credit side of the journal entry is posted to the general ledger account, “Rentals 
receivable control” and also to the account for unoccupied space in the subsidiary 
ledger, closing the latter account. The amount should agree with the total adjust- 
ments noted on the vacancy and occupation notices for the month. After the entry is 
posted, the monthly balance in Rent revenue account in the general ledger will be the 
gross revenue from actual space rented. 

5. Cash received either through the mail or over the counter is recorded in the cash 
receipts book, setting out the name of the tenant and recording the amount in the “Cr 
Rentals receivable” column. The individual items are posted to the rental receivable 
ledger. The total of this column will record the actual rentals received. 

6. The trial balance of the rental receivable ledger at the end of each month will be the 
total rental receivable as at that time. 


Internal Control 
1. Separate individuals must look after 
(a) maintenance of the rental register and the rental receivable ledger; 
(b) the vacancy and occupancy notices, including the necessary adjustments in rentals 
noted on them; and 
(c) cash receipts. 
2. The trial balance of the rental receivable ledger should be scrutinized by X and arrears 
of rent investigated. 


Examiner’s Comments 


Candidates revealed a lack of experience with the problem of devising a simple sys- 
tem. In particular, few candidates mentioned any division of labour. 


PROBLEM 2 
Final Examination, October 1953 
Accounting III, Question 2 (22 marks) 


In each of the following unrelated instances what eliminations and adjustments are 
necessary in the preparation of consolidated financial statements as at the fiscal year 
ended 30 June 1953? 
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(10 marks) (a) 
On 1 July 1951 the X Co. Ltd. acquired 90% of the outstanding common shares of 
the Y Co. Ltd. for $600,000. The shareholders’ equity in the Y Co. Ltd. as at 30 


June 1951 was as follows: 


Capital stock, surplus and reserves 
Capital stock 
Authorized and issued— 
3,000 5% cumulative preferred shares par value $100 


MOORES RET RN 5s socce sce rate vis akva sys desncs Cocteveaedetansassacastcausn GOOOLOOO 
60,000 shares common — no par vidi ra dni hades has tua wussabs 0, RO 
Premium on issue of preferred shares . ; 10,000 
—— — $ 910,000 
Reserves: 
For contingencies _....... . $ 25,000 
For future decline in inventory values ; etek 20,000 
For redemption of preferred shares ......... ssbqenett 55,000 
-———_—_—_—— 100,000 
Surplus: ; 
Earned surplus nhs $100,000 
Distributable surplus Sey 75,000 
—_—_——_ 175,000 
$1,185,000 


Preferred dividends are in arrears for the year ending 30 June 1951. 


The following relate to the Y Co. Ltd. for the years ending 30 June 1952 and 1953: 

(i) Net profit for years ending 30 June 1952 and 1953 were $65,000 and $80,000 
respectively. 

(ii) Dividends were declared and paid on preferred jtdiis each year, together with 
arrears as at 30 June 1951. 

(iii) Dividends of 65c per share were declared and paid to the common shareholders each 
year. 

(iv) Appropriations totalling $35,000 were transferred from earned surplus to reserve for 
redemption of preferred shares in the 1952-53 year. 

(v) The reserve for contingencies was no longer required and was restored to earned 
surplus in the 1952-53 year. 

(vi) The reserve for future decline in inventory values was increased by $8,000 by ap- 
propriations from earned surplus in the 1951-52 year. 


(12 marks) (b) 
On 30 June 1952 the R. Co. Ltd. acquired 80% of the outstanding share capital of 
the S Co. Ltd. for $730,000. As at 30 June 1952, the capital of the S Co. Ltd. was 
$850,000 in no par value common shares and it had an accumulated earned surplus 

of $75,000. 
On 1 July 1952 the T Co. Ltd. acquired 70% of the outstanding share capital of the 
R Co. Ltd. for $900,000. As at 1 July 1952, the capital of R. Co. Ltd. was 
$1,000,000 in no par value common shares, and it had an accumulated earned surplus 


of $250,000. 
During 1952-53 the following inter-company sales of merchandise were made: 
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On hand 30th 
Gross June 1953 at 
Selling profit cost to purchas- 
price on sale ing company 
RS MA OSE AOS GMS cscs scnstacecenies $300,000 $ 60,000 $35,000 
Si, Sd te- 1 Xo; GA, sca cskns 500,000 125,000 16,000 
D860. Ghd 0 BR GO A... osc cecsesicsinss 225000: * 75,000 5,100 


(a) 


On 2 Feb 1953 the S Co. Ltd. resold a machine to the T Co. Ltd. for $234,000 which 
was 112.5% of its cost. Depreciation on machinery is provided by the companies 


on the straight line basis at 10% on the closing balances in the asset account. 


Net profits for the year ended 30 June 1953 were as follows: 


Rie. EAd. «..2:.. SIE ARNORS Neale Ciscie tern kta AL cet tag 
S io. Ttd.. <<... 5: Bs cuacaat ben lpas vice evasive 


$120,000 


90,000 


No dividends were declared or paid during the year by either of the companies. 


A SOLUTION 


X CO. LTD., AND ITS SUBSIDIARY Y CO. LTD. 
ELIMINATIONS FOR CONSOLIDATED BALANCE SHEET — 30 JUN 1953 


Share capital common, Y Co. Ltd. ............... 
Reserve for future decline in inventory values, Y Co. Ltd. 
(90% Of 28,000) o.....ecccseccceees 
Reserve for redemption of preferred dhaves, Y Co. Ltd. 
(90% of 90,000) saeaeaceiss ‘ 
Premium on issue of preferred since, Y Co. Ltd. 
Distributable surplus, Y Co. Ltd. 
Earned surplus, Y Co. Ltd. (90% of 49 000) 
Negative goodwill on consolidation 
Investment in Y Co. Ltd. ............. ee ee eee 
To eliminate interest of X Co. Ltd. in capital and surplus of 
Y Co. Ltd. as of date of acquisition. 


Share capital, common, Y Co. Ltd. 

Premium on issue of estes dates, Y Co. Ltd. 

Reserve for future decline in inventory values, Y Ca. Gs, csc: 

Reserve for redemption of preferred shares, Y Co. Ltd. 

Distributable surplus, Y Co. Ltd. Pe oan et eg. 

Earned surplus, Y Co. Ltd. (10% of 86, 000) Feats ees 
Minority interest in Y Co. Ltd. 


Dr. 
540,000 


25,200 


81,000 

9,000 
67,500 
44,100 


60,000 
1,000 
2,800 
9,000 
7,500 
8,600 


Cr. 


166,800 
600,000 


88,900 
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Editor’s notes: 
The elimination of the parent company’s share of the earned surplus of the subsidiary 


z. 


is calculated as follows: 
Baracd eurpius:. Y¥ Go. Etd) 50) Ja 15K: cn... sicccsssesesssccsescecesscoteeet 
Deduct Required for arrears of preferred shares ..............000005 
Required as premium on redemption of preferred shares, 
AINE ss Sn 5 noe teb ctor CRE aus 


Earned surplus 30 Jun 1951 available for common shareholders . 


Deduct Portion of above surplus included in reserves at 30 Jun 1953: 


Reserve for redemption of preferred shares. ............ 
Reserve for future decline in inventory values ...... 


Add Reserve for contingencies as of date of acquisition, subse- 
quently transferred back to surplus .............00:cccce 


Surplus at date of acquisition available for common shareholders 
and classified as earned surplus at 30 Jun 1953 . 


Parent company’s share — 90% 





30! 





$100,000 
$ 15,000 
18,000 
33,000 
67,000 
35,000 
8,000 
43,000 
24,000 
25,009 
49, 000 
-_ 100 


The minority interest in the earned surplus of the subsidiary at 30 Jun 1953 is 


calculated as follows: 

Earned surplus Y Co. Ltd. 30 June 1951 

Add Profit for two years ended 30 Jun 1953 
Transfer from reserve for contingencies 


Deduct Preferred dividends (3 years) 
Common dividends (2 years) ee “5 
Transfer to reserve for redemption of peolecsed shares 
Increase in reserve for future decline in inventory values 


Earned surplus Y Co. Ltd. 30 Jun 1953 . 
Deduct Portion applicable to premium on redemption of preferred 
REE Ss GRIME RE I aphcecnesesectns ewe sendak 


Available for common shares sescsdedeygtas’ aD 


Available for minority interest in common shares — 10% 


$100,000 
145,009 
25,000 


270,000 


$ 45,000 


78,000 
35,000 
8,000 


166,000 
104,000 
18,000 


$ 86,000 
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{b) T CO. LTD. AND ITS SUBSIDIARIES, R CO. LTD. AND S CO. LTD. 
ELIMINATIONS FOR CONSOLIDATED STATEMENTS — 30 JUN 1953 
Dr. Cr. 
Share capital S Co. Ltd. (80% of 850,000) ceceee 680,000 
Earned surplus S Co. Ltd. (80% of 75,000) ............0..-cccccesee: 60,000 
Share capital R'Co. Ltd. (70% of 1,000,000) .........0000.cc0c0.. 700,000 
Earned surplus R Co. Ltd. (70% of 250,000) ................cccceeee 175,000 
ROSPRINN e Sorh  ratecrcercass See iUane ria cick ak bees 18,000 
Investment in S Co. Ltd. < : eh Rts 730,000 
Investment in R Co. Ltd. 2 aware iceptmie ee 900,000 
PRR OrTy ARDORCEE m8 BR NGO. TR, ssc scsisnscacsccv eens scnecacsasynncness 3,000 
To eliminate interest of R Co. Ltd. in capital si surplus of 
S Co. Ltd. and interest of T Co. Ltd. in capital and surplus of 
R Co. Ltd. The minority interest in R Co. Ltd. is adjusted for 
its share (30%) of negative goodwill in the purchase price 
paid by R Co. Ltd. for its interest in S Co. Ltd. Goodwill is 
calculated as follows: 
Price paid by T Co. Ltd. for controlling interest in R Co. 
Ltd. and S Co. Ltd. 900,000 
Deduct Equity acquired by T. Co. Ltd. 
70% of (1,250,000 — 730,000) = . 364,000 
70% of 80% of 925,000 = . 318, 000 
882,000 
Goodwill 18,000 
Share capital S Co. Ltd. (20% of 850,000) . 170,000 
Earned surplus S Co. Ltd. (20% of (75,000 + 90, 000)) 33,000 
Minority interest in S Co. Ltd. 203,00 
To set up minority interest in S Co. Ltd. as af 30 Son: 1953, 
leaving balance of surplus to be extended as consolidated 
surplus 
Share capital of R Co. Ltd. (30% of 1,000,000) .............. 300,000 
Earned surplus R Co. Ltd. (30% of (250,000 -+ 120,000)) . 111,000 
Earned surplus S Co. Ltd. (30% of 80% of 90,000) ............. 21,600 
Minority interest in R Co. Ltd. ; 432,600 
To set up minority interest in R Co. Ltd. as of 30 ‘Som 1953, 
leaving balance of surplus in S Co. Ltd. to be extended as 
consolidated surplus. 
Sales 1,025,000 
Purchases eee : 1,025,000 
To eliminate inter-company sales 
Earned surplus (R Co. Ltd. — 70% of $7,000) . 4,900 
Earned surplus (S Co. Ltd. — 56% of $4,000) 2,240 
Earned surplus (T Co. Ltd. — 100% of $1,700) . 1,700 
Allowance for inter-company profits in leventory bees 8,840 


To eliminate inter-company profit in inventory as of 30 Jun 1953. 
(Note: An elimination of the total profit of $12,700 is also 
correct.) 
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Earned surplus of (S Co. Ltd. — 56% of (234,000 — 
he 14,560 
MCOUMDENGRECG: EGE BIG FOGG) anaes ss ones sc ccc cesnccctosasscacaasesss 1,455 
Allowance for inter-company profit on sale of fixed assets 13,104 
To eliminate inter-company profit on sale of machinery 
2 Feb 1953. 


(Note: An elimination of the total profit on the sale, i.e. $26,000, 
with an adjustment of profit of $2,600 is also correct.) 


Examiner’s Comments 


Common difficulties of candidates were: 
1. Some did not understand the need of eliminations for the minority interests. 


2. A number of candidates did not know how to present the common shareholders’ 


equity. Some split the reserves and surplus on the basis of common or preferred share- 
holdings over the total share issue. 


PROBLEM 3 


Final Examination, October 1953 
Auditing I, Question 2 (18 marks) 


(6 marks) (a) Discuss current accounting thought with respect to the use of the term 
“reserve” in financial statements. 

(4 marks) (b) Should an adjustment affecting a prior year’s operations be shown in 
the statement of profit and loss of the year in which it is determined or 
in the statement of surplus for that year? Discuss. 

(4 marks) (c) What method of balance sheet presentation do you suggest for inventory 
reserves? Give your reasons. 

(4 marks) (d) How would you recommend that a reduction in tax liability arising 
from the application of the loss carry-over provisions of the Income 
Tax Act be presented in the financial statements? 


A SOLUTION 


(a) Current accounting thought with respect to the term “reserve” 

in financial statements 

The term “reserve” has been used in a number of widely different senses which tend 
to lead to a misunderstanding of financial statements. Many accountants now approve a 
restriction of the use of the term so that it will designate only amounts which have been 
appropriated from net profits or other surplus either (i) at the discretion of management 
or (ii) pursuant to the requirements of a statute, the instrument of incorporation, the 
by-laws of the company, or a trust indenture or other agreement. Following this reason- 
ing the term “reserve” would no longer be used to designate amounts required to meet 
a liability or contingency known or admitted, or a decline in value which has already 
occurred as at the statement date. 

Examples of reserves created at the discretion of management by an appropriation of 
profits are “general reserve’, “general contingency reserve’, “reserve for possible future 
decline in inventory values”, and “reserve for future plant extensions”. An example of a 
reserve created pursuant to a trust indenture or other agreement is a “bond redemption 


reserve”, 
Reserves of this kind should be shown in the shareholders’ equity section of the bal. 
ance sheet; and all changes in the amount of the reserves should be made through surplus. 
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(b) The treatment of an adjustment affecting a prior year’s operations 


If the amount of the adjustment is such that it will not distort the results of the 
current year’s operations, most accountants would prefer to include it in the calculation 
of the current year's profit or loss. The adjustment should be set out as a separate item 
in the income statement unless it is so insignificant that a segregation would be ridiculous 


If the amount of the adjustment is of such a size and nature that it would distort 
the picture of the current year’s operations or mislead in any way if included in the 
calculation of the current year’s income, then it should be treated as an adjustment of the 
surplus (retained earnings) account, or set out separately after the net profit figure in the 
income statement. 


(c) The balance sheet presentation of inventory reserves 


The treatment depends upon the purpose for which the reserve was created. If the 
“reserve” was set up to reduce the dollar amount of the inventory to its realizable value, then 
it should be deducted from the inventory figure on the balance sheet. (As indicated in part 
(a) above, however, the term “reserve” should not be used to describe an allowance or pro- 
vision of this kind.) 


If the purpose of the reserve is to provide for a future decline in inventory values, 
then it is merely a segregation of retained earnings. Such a reserve should be shown as part 
of the shareholders’ equity, with a description of its nature. 


(d) The treatment of a reduction in tax liability arising from the application 
of the loss carry-over provisions of the Income Tax Act 
If the operations for the year have resulted in a profit which, for taxation purposes, 
may be offset in whole or in part by losses of previous years, the income statement should 
show the amount of the tax reduction resulting from carrying forward losses sustained in 
previous years. 


If the operations for the year have resulted in a loss which, for taxation purposes, may 
be carried back in whole or in part to offset the taxable profit of the prior year, either the 
income statement or the surplus statement should show the amount of the reduction in taxes 
of the prior year attributable to the loss. 

If the effect of these provisions has resulted in the creation of a claim for a refund of 


taxes already paid, the amount of the claim should be included among the current assets and, 
if material, shown as a separate item. 
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RECENT TAX CASES 


Sellers-Gough Fur Co. v. M.N.R. 
(Exchequer Court of Canada, Cameron ]., September 9, 1954) 


Business Profits — Damaged or Obsolete Stock — Inventory Valuation — Lower 

of cost or market value — “Market value” —- Meaning of — Replacement cost 

or realizable value less normal profit — Anticipated future decline in value — 
Not to be considered — IWTA (1946) 


Appeal — Appeal from ITAB to Exchequer Court — Trial de novo — Onus 


At the close of its 1946 fiscal year on 
January 31, 1946 appellant company, a 
retail furrier, valued its inventory of 
merchandise at $108,631, which was 
some $35,500 less than its cost, but the 
Minister, in assessing appellant, valued it 
at $8,500 less than cost, thereby increas 
ing the appellant's taxable income by 
some $27,000. Appellant appealed to 
the ITAB which allowed its appeal in 
part, and it then appealed to the Ex- 
chequer Court of Canada and the Min- 
ister cross-appealed. It was not disputed 
that the merchandise in question which 
had been in stock for some months and 
become shopworn had to some degree 
lessened in value, and it also appeared 
that a reduction in the excise tax on furs 
from 25% to 10% in December 1945 
would have to be passed on to purchas- 
ers in the form of a reduction in price, 
and further that the fur coats in the in- 
ventory, which had been manufactured 
under wartime restrictions affecting style, 
would be at a competitive disadvantage 


with new coats manufactured after the 
withdrawal of the restrictions in the fall 
of 1945. These last two factors were 
not taken into consideration by the Min- 
ister in valuing the coats. 

Appellant’s valuation of the merchan- 
dise was made by its president upon per- 
sonal inspection of each item, and he 
stated in evidence that he valued the in- 
ventory at its replacement value, taking 
into consideration the likelihood that the 
coats would not be sold for a period of 
several months and that the sales prices 
would have to be reduced from time to 
time, and that he endeavoured to value 
the inventory at a sum that would result 
in appellant making its normal gross 
profit. Evidence was given for appellant 
by an accountant that it was acceptable 
accounting practice in valuing obsolete 
goods for inventory purposes to take in- 
to consideration the length of time it 
would require to dispose of the goods, 
the conditions existing at such time, and 
their probable realization value, and that 
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it was customary accounting usage to 
take the lower of replacement cost or the 
amount determined as above described 
as “market value” in determining the 
lower of cost or market value, but not a 
combination of both. Notwithstanding 
the reduced valuation so placed by appel- 
lant on its coats on January 31, 1946 the 
selling prices of the coats remained at 
their mark-up of 50% to 60% over 
original cost in February, 1946, and in 
that month some of those coats valued at 
$19,976 were sold at a gross profit of 
$16,991, or a mark-up of 85% of their 
valuation. 


Held, the appeal must be allowed. In 
ascertaining the profits of a commercial 
concern under the 1WTA, it is necessary, 
in accordance with commercial account- 
ing principles, to take into account the 
value of the stock-in-trade at the begin- 
ning and at the end of the taxation period 
and to enter its value at the close of that 
period at cost or market value, which- 
ever is lower. While the value to be 
placed upon stock-in-trade at a particu- 
lar time is entirely a question of fact, 
here the valuations of both appellant and 
Minister were wrong, the Minister's be- 
ing too high because certain factors were 
ignored and the appellant’s being too 
low because estimated future reductions 
in the sales prices of the coats were taken 
into consideration: that was in effect set- 
ting up an inventory reserve. “It is of 
paramount importance to keep in mind 
that the object of the computation in 
which the closing inventory values con- 
stitute one element is to determine as pre- 
cisely as possible the actual balance of 
the profits and gains in each year of the 
company’s operations; and that only those 





elements of loss or expense enter into 
the computation which are suffered or in- 
curred during the taxation year in ques- 
tion.” Collins & Sons Ltd. v. C.1.R., 12 
T.C. per Clyde L.P. at pp. 780, 783 ap- 
proved. Even though it might be in ac- 
cordance with accepted accounting usage 
to take future inventory losses into ac- 
count when valuing inventory they could 
not be taken into account in ascertaining 
profits of a taxation year under the 
IWTA. 

It was therefore necessary for the 
Court to determine from the evidence 
what should have been established as the 
fair market value. The evidence did not 
make it possible to ascertain the replace- 
ment market value, but the market value 
taken as the realizable value less the nor- 
mal profit could be ascertained from the 
relationship of the sales prices received 
in February 1946 for goods listed in the 
1946 closing inventory to the valuation 
of those goods in the said inventory; ap- 
plying that relationship to the whole of 
the 1946 closing inventory its value 
should be fixed at $120,199, and the 
appeal of appellant must therefore be al- 
lowed and the cross-appeal dismissed. 
Held, also, an appeal to the Exchequer 
Court from a decision of the ITAB is a 
trial de novo of the issues of fact and 
law, and proceeds without regard to the 
case made before the Board or the 
Board's decision; and whether the appeal 
be by the taxpayer or the Minister the 
assessment carries with it a presumption 
of validity until the taxpayer establishes 
that it is incorrect in fact or in law. 
MNR v. Simpson’s Ltd. [1953] Ex. C.R. 
93, followed. 


Appeal allowed 
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THE TAX REVIEW 





INCOME TAX APPEAL BOARD CASES 


Fabio Monet, Esq., Q.C. (Chairman), Cecil L. Snyder, Esq., Q.C. (Assistant Chair- 
man), W. S. Fisher, Esq., Q.C. and R. S. W. Fordham, Esq. Q.C. 


175 v. M.N.R. 


Income or Capital Gain — Companies 

— Company holding mineral rights over 

vast acreage — Grant of options to buy 

petroleum — Intention of vendor and 

its controlling shareholder — Objects 

clause of company — Effect of —IWTA 
(1946) s. 3 


In 1943 O purchased the mineral rights 
in a vast acreage in Alberta from a com- 
pany which desired to sell to avoid the 
potential tax liabilities attached to the 
rights. O, together with his daughter, 
two sons, two professional partners, his 
secretary and a geologist took title to the 
property, the consideration being small, 
and caused the incorporation of two com- 
panies, one to hold the mineral rights 
in fee and the other (appellant com- 
pany) to hold long term leases of the 
rights, O being the controlling share- 
holder in both companies. During the 
three years following the incorporation 
of appellant a considerable time was 
spent in exploring the property, cata- 
loguing minerals, searching titles, pre- 
paring plans, etc. There were four leases 
in force at the time of the purchase, two 
of which were cancelled or allowed to 
lapse and two extended. One lease was 
granted to the geologist who proceeded 
to drill for oil but was unsuccessful, and 
a further lease was granted to Imperial 
Oil Co. on three quarter-sections, and 
some leases of gravel pits or sales of 
gravel were made, but the company 
did not itself undertake any operations 
for the development of the property. In 
May 1946 appellant granted an option to 
Shell Oil Co. of Canada, exercisable wiih- 
in 1946 or 1947, to purchase petroleum 
and natural gas and related hydrocarbons 
other than coal in some 300,000 acres for 


a price ranging from $20 to $5 per acre 
plus a royalty (ranging from 21% to 
6Y,%) of any oil produced from the 
said land. Appellant received $30,000 on 
granting the option, which amount was 
to be applied to the purchase-price if 
the option was exercised, but the option 
was not exercised, and in 1946 appellant 
carried the said sum into its capital sur- 
plus. In 1947 appellant granted a simi- 
lar option to Imperial Oil Co., for which 
it received $250,000 in that year, and 
that option also was not exercised. Ap- 
pellant company was assessed to tax in 
respect of the two amounts above-men- 
tioned for 1946 and 1947 respectively on 
the ground that they were profits or gains 
from a business or other source within 
the meaning of IWTA s. 3. Appellant 
appealed, contending that it was not in 
the business of dealing in options, that 
the company’s intention in acquiring the 
property was to develop it and not to 
turn it over at a profit, that although 
the objects clause in its memorandum of 
association included, inter alia, the leas- 
ing, selling, and dealing with its prop- 
erties, the company did not in fact carry 
on the business of leasing and dealing 
in its property and that the profit made 
was an accretion to capital. At the hear- 
ing of the appeal O, the controlling 
shareholder, and his professional partner, 
a minority shareholder, gave evidence 
as to the personal intentions of O at the 
time he acquired the property and the 
intention of the directors thereafter, to 
the effect that the company intended to 
develop the property itself and granted 
the options in issue not for the profit to 
be made from the initial payment but to 
encourage the optionees to proceed with 
the development of the land. 
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Held (per Messrs Monet and Fisher, 
Mr. Fordham dissenting), the two 
amounts were assessable to tax. 


Per Mr. Fisher: The objects clause of this 
closely-held company expressly stated that 
selling and dealing with its property was 
one of the company’s objects, and inas- 
much as the Companies Act of the Prov- 
ince under which appellant was incorp- 
orated expressly conferred that inciden- 
tal and ancillary power on all companies, 
appellant must by explicitly taking the 
power be held to have been carrying on 
the business of dealing in its property 
when it granted the options in question: 
Sutton Lbr. Co. v. MNR [1954] 1 Tax 
Rev. 133 (Sup. Ct. of Can.) discussed. 
Per Mr. Monet: The appeal should be 
dismissed. 


Per Mr. Fordham (dissenting): The 
oral evidence did not support a finding 
that appellant contemplated the sale of 
the greater part of its capital assets for 
whatever it could get but rather that it 
granted the two options in order to 
bring about the development of the land 
with a view to obtaining royalties from 
the oil produced. The governing fac- 
tor is not what business the company 
proposed to conduct but what business 
it actually did conduct. Sutton Lbr. Co. 
v. M.N.R., supra, applied. Moreover, 
as neither of the options were exercised 
no sale of anything actually took place. 


June 7/54 Dismissed 


C.W. Logging Co. v. M.N.R. 


Income or Capital Gain — Companies — 
Logging company — Memorandum of 
association — Objects clause — Explicit 
assumption of power accorded by stat- 
ute — Sale of timber and timber lands 


by logging company 
Appellant company was incorporated 
under the B.C. Companies Act in 1934 
by registration of its memorandum of 
association, which set forth the company’s 


objects as being to carry on business as 
timber-owners, mill operators, loggers, 
and also to turn to account, sell, and deal 
in timber and timber lands, etc. etc. The 
company’s operations from its forma- 
tion were limited to straight logging, 
though in 1943 it sold some timber lands 
after logging them. In 1950 it sold the 
standing timber on a previously logged 
tract to a firm of small operators who 
could log the remaining timber thereon 
at a profit, which appellant, because of 
its greater size, could not do, appellant's 
object being to get rid of the older 
standing timber, which constituted a fire 
hazard to other timber held by it. In 
1952 it sold the said timber lands to the 
same firm. It was assessed to income 
tax in respect of the sums received by it 
in 1950 and 1952 on the sale of the 
timber and the timber lands respectively. 
Held (Mr. Fisher), the company was as- 
sessable to tax on the amounts in ques- 
tion. When the company explicitly as- 
sumed the power to deal in timber and 
timber lands in its memorandum of asso- 


ciation, powers which it would have in- 


any event under the B.C. Companies 
Act as ancillary to its main objects, it 
must be concluded that in selling the 
timber and the timber lands it was doing 
what it was incorporated to do and there- 
fore that the amounts received were of 
an income nature. 175 v. MNR, supra, 
followed. Anderson Logging Co. v. The 
King [1925] S.C.R. at p. 56, discussed. 

B.C., Jun 8/54 Dismissed 


Ardwold Gate Ltd. v. M.N.R. 


Income or Capital Gain — Company ac- 

quired to realize building land — In- 

tention merely to protect incorporators’ 

investment in homes — No business car- 
ried on 


Some dozen acres of high-class resi- 
dential land in Toronto, held by a com- 
pany, were subdivided and subjected to 
rigorous building restrictions and placed 








—— 








OD me OD 


oF 


7 = eS S| le ee” lhe 





SEE eer 


[1954] 2 


on sale as building lots, of which four 
were sold and houses built thereon prior 
to the war. In 1949, no further houses 
having been built in the interval, a spec- 
ulative builder offered to buy the remain- 
ing lots with a view to erecting cheaper 
houses thereon when the building restric- 
tions expired, The owner, considering it- 
self morally obligated to give the previous 
purchasers the first refusal, offered them 
the land, and they bought it for $54,000 
solely with a view to preventing the erec- 
tion of cheaper houses thereon, which 
would adversely affect the value of their 
homes. The four purchasers procured 
the incorporation of appellant company 
under the Ontario Companies Act to take 
title to the lands, in the view that sales 
could be made more conveniently by the 
company than by the four incorporators. 
Each of the four subscribed $6,400 to the 
company’s capital. The company’s let- 
ters patent set out its object as being to 
purchase the specific land referred to and 
incidental objects, and it purchased no 
other land. The land was made subject 
to even more severe building restrictions, 
careful and unusual arrangements were 
made. for its sale through a real estate 
agent, and in fact several offers to pur- 
chase lots were refused because the pur- 
chasers were not prepared to erect a 
house in keeping with those already 
there. During 1949, 1950 and 1951 
the company sold all but one lot, re- 
taining that one in order to be in a posi- 
tion to enforce the building restrictions; 
it refused an offer of $7,500 for that 
lot in 1953. The company’s gains from 
the sale of the lots were $3,725.87 in 
1949, $12,282.57 in 1950, and $6,589.36 
in 1951. It was assessed to income tax 


in respect of these gains, and appealed, 
contending that its charter was obtained 
not for the purpose of carrying on a real 
estate business, but merely to facilitate the 
liquidation of the land in question, and 
that in fact no business was actually car- 
ried on. 
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Held (Mr. Fordham), on the evidence it 
must be found that no business was car 
ried on; appellant company was simply 
seeking to liquidate real estate that had 
long proved difficult to dispose of satis- 
factorily: Salisbury House Estate Ltd. v. 
Fry (1930) 15 T.C. 266, per Lord War- 
rington of Clyffe at p. 316, applied. In 
view of the evidence as to the business 
actually carried on by appellant company 
it was unnecessary to have recourse to 
the company’s charter: Sutton Lbr. Co. v. 
MNR [1953] 2 S.C.R. 77, applied; 
C.W. Logging Co. v. MNR, supra, dis- 
tinguished. 


Ont, Jul 5/54 Allowed 


McMahon & Burns Ltd. v. M.N.R. 


Income or Capital Gain — Companies — 

Investment Dealer — Purchase and sale 

of bonds on own account — Whether 

part of regular business — Whether in- 
vestment 


Appellant was incorporated under the 
B.C. Companies Act in 1939 and since 
then carried on business as an underwriter 
and investment dealer in government, 
municipal and commercial securities and, 
to a lesser extent, as a stockbroker. In 
September 1949 it was a member of a 
group of investment dealers formed to 
underwrite the sale to the public of 
$17,000,000 of 4% convertible deben- 
tures of the Interprovincial Pipe Line 
Co. At about the same time it purch- 
ased on its own account debentures oi 
this issue to the face amount of $100,- 
000, and recorded the purchase in its in- 
vestment account. ‘The debentures were 
bought for $91,500, of which appellant 
borrowed $36,500 from a bank, the de- 
bentures being put up as collateral. In 
July, 1950 owing to threatening world 
conditions appellant sold debentures to 
the face amount of $40,500 at a profit 
of $56,038 and in December it sold de- 
bentures to the face amount of $5,000 
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at a profit of $8,737.50, the total profit 
being recorded in its books as a capital 
surplus. Appellant was assessed to in- 
come tax on the gain so made, and ap- 
pealed, contending that it acquired the 
debentures not in the ordinary course of 
its business but as a private investment. 
Held (Mr. Fordham), the transaction in 
question was of a kind so closely identi- 
fied with and akin to the company’s reg- 
ular business that it must be regarded as 
part of it. Moreover the bonds were 
held for a relatively short period of time, 
and it was difficult to resist the inference 
that the appellant did not, in the course 
of its business, perceive the possibility 
of making a substantial profit within a 
short time and took advantage of it. In 
view of the ample evidence of the nature 
of appellant’s business it was unnecessary 
to look at its memorandum of association 
to determine its effect: Anderson Log- 
ging Co. V. The King [1925] S.C.R. 45 
distinguished; Gairdner Securities Ltd. v. 
MNR [1954] S.C.R. applied. 


B.C. Aug 9/54 Dismissed 


Pawluk v. M.N.R. 


Income or Capital Gain — Sale of top 
soil of farm by farmer — Realization of 
capital asset 


Pawluk owned and operated a farm 
of 88 acres near Edmonton and another 
farm of 161 acres not far away. A large 
industrial plant and three oil refineries 
were erected in the immediate neighbour- 
hood of his 88 acre farm and in 1951 the 
municipality commenced to construct a 
roadway across the farm. At Pawluk’s 
request the road construction was temp- 
orarily suspended to permit him to strip 
the valuable topsoil from the route of 
the roadway, and he and his hired man 
removed the topsoil therefrom, about 5 
acres in all, and from an additional 5 
acres. Pawluk advertised it for sale in an 


Edmonton newspaper and his son de- 
livered it to customers. 


In 1951 he sold 
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about 1,200 loads of topsoil in the Ed- 
monton district. While doing this Paw- 
luk continued his farm operations. He 
was assessed to income tax in respect of 
his proceeds from the sale of topsoil 
in 1951, vz., $12,743, and appealed. 
Held (Messrs. Snyder and Fisher), on 
the evidence it must be found that he 
was merely realizing a capital asset and 
not carrying on a business or an adven- 
ture or concern in the nature of trade. 


Alta, Aug 13/54 Allowed 


Sanders v. M.N.R. 


Business — Chicken hatchery business — 

Compensation received from loss of pedi- 

greed flock — Whether trading stock or 

capital asset — Trader not bound by 
entries in accounts 


Sanders went into the chicken hatchery 
business in 1943, and in 1945 purchased 
equipment together with a certified flock 
of pedigreed chickens and certain other 
hens and poultry stock. The certified 
stock and other poultry were all shown- 
in his books of account as “inventory on 
hand”. Subsequently he and a partner 
caused the incorporation of a company 
to raise chickens for sale as table poul- 
try and also eggs for sale, but Sanders re- 
tained ownership of the pedigreed flock 
though lending it to the company on 
the understanding that it would main- 
tain the original standard both as to 
quality and numbers. The pedigreed 
flock was maintained for the raising of 
pedigreed eggs and chicks for sale to 
commercial hatcheries and not primarily 
for the sale of the fowl, though from time 
to time the older fowl would be removed 
and replaced by younger ones, the older 
birds being disposed of as table poultry. 
In 1950 a disease struck in the locality 
and the Government caused the pedi- 
greed flock to be destroyed, and Sanders 
was paid $11,248 in compensation for 
their loss. The Minister included this 
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sum as a trading receipt in assessing 
Sanders to tax for 1950. 


Held (Mr. Fisher), a taxpayer is not 
bound for tax purposes by the way in 
which he keeps his accounts, and though 
Sanders described the pedigreed stock in 
his accounts as inventory the fact was 
that he did not purchase the pedigreed 
stock for resale as table poultry but to 
hold it as a continuing asset from which 
he would obtain more pedigreed stock 
and eggs for sale in the hatchery busi- 
ness, and the pedigreed stock was there- 
fore a capital asset and the compensation 
received for its destruction was a capital 
receipt and not subject to income tax. 
Sterling Trust Ltd. v. CLR. 12 T.C. 
868, per Pollock M.R. at p. 882; Atkin 
L.J. at p. 888, applied. British Insulated 
& Helsby Cables Ltd. v. Anderton 
[1926] A.C. 205, per Cave L.C. at p. 
213, applied. 


B.C., Mar 31/54 Allowed 


Gulf Securities Co. v. M.N.R. 


Companies — Profit-making company— 
Ordinary business making of loans — 
Single speculation in shares — Loss sus- 
tained on fall in market price — Whether 
trading loss or capital loss 


In 1946 a group of young men caused 
the incorporation of appellant company 
and agreed to subscribe $10 a month 
each to provide working capital to fur- 
ther the objects of the company which 
included the purchase and sale of bonds, 
stocks and other securities, their object 
being the production of income. In the 
first two or three years of the company’s 
operation its funds were used for making 
loans on chattel mortgages and condition- 
al bills of sale, and the like, in order to 
acquire experience in this class of invest- 
ment and determine which type of loan 
was most advantageous for the share- 
holders of the company. In June 1950 
the company purchased 1,000 shares of a 
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certain mining company’s stock for $3,- 
200 in the belief that it would make a 
profit on a rise in the market price of 
the shares, it being recognized that the 
shares, upon which no dividend had been 
paid for a number of years, were not a 
dividend-paying investment. The matr- 
ket price of the shares fell, however, and 
in November, 1950 the company dis- 
posed of them for $1,876, sustaining a 
loss of $1,324, which it claimed to be a 
trading loss for tax purposes notwith- 
standing that the shares had been shown 
on the company’s balance sheet for its 
fiscal period ending September 30, 1950 
under the heading “Investments”. The 
Minister, in the view that the loss sus- 
tained was a capital loss, refused to allow 
the deduction of the loss in assessing ap- 
pellant for 1951. Appellant appealed. 
Held (Mr. Fisher), it must be found 
that the shares were purchased not as 
an investment of the company’s funds 
but in the ordinary course of busi- 
ness and with the intention of mak- 
ing a taxable profit thereon by resale if 
there was a rise in the value of the 
shares on the stock market, and accord- 
ingly the loss sustained was a trading 
loss and deductible in determining the 
company’s income for 1951. 


B.C., Apr 8/54 Allowed 


170 v. M.N.R. 
Companies — Capital gain or trading 
profit — Lumber company taking shares 
in land company in settlement of debt — 
Subsequent sale of land 


The president of appellant company 
held all the outstanding shares of a land 
company which owned a large tract of 
land that had been subdivided into lots 
by a previous owner. Efforts to sell the 
property were unsuccessful, and it was 
evident that the lots could not be sold 
unless water, roads, and grading were put 
in at considerable expense. The presi- 
dent of appellant company did not have 
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the necessary capital and was unable to 
obtain it from real estate developers. At 
the end of 1943 the president of appel- 
lant company was insolvent, and was per- 
sonally indebted to appellant company 
in the amount of $26,451 for advances 
made. Appellant company’s directors 
wished to settle the debt, and on De- 
cember 31, 1943 an agreement was 
reached whereby appellant’s president 
transferred to appellant all his shares 
in the land company, and covenanted 
that if the amount ultimately realized by 
the company on the shares was less than 
the amount of his debt he would make 
the deficiency good. In 1944 appellant 
had the land company wound up and 
thereafter held title to the land itself. 
Appellant tried without success to sell 
the land in one parcel until 1948 and 
during that time consistently rejected of- 
fers to buy individual lots or small blocs. 
Finally in December 1948 it made an 
agreement with a real estate agent to sell 
the 340 lots into which the land was 
subdivided, arranged with the munici- 
pality to put in a water system at appel- 
lant’s cost (amounting in all to some 
$63,500), did some grading and put in 
some roads. The real estate agent dis- 
posed of the lots during 1949, 1950, and 
1951, and appellant was assessed to tax 
on the profit made on their sale, which 
was considerable. 


Held (Messrs. Monet and Snyder), al- 
though it may have been appellant's 
original intention in acquiring the shares 
in the land company merely to recover a 
debt due it and not to sell the land as 
part of a scheme for profit-making, it 
subsequently abandoned its original pur- 
ported intention and entered into and 
engaged in the operation of a business 
or activity or an adventure in the nature 
of trade for the purpose of making a 
profit, and the profit was taxable as in- 
come under the Income Tax Act. 


Dismissed 


Apr 14/54 


172 v. M.N.R. 


Purchase and sale of building lots — Iso- 
lated transaction — Surrounding circum- 


stances — Whole course of conduct — 
Intention — Whether profit capital gain 
or income 


Appellant, a wholesale meat dealer, 
purchased 78 vacant building lots at 
$1,000 each at the suggestion of a life- 
long friend who was manager of a home- 
building company, and less than two 
months later sold the lots at $1,500 each 
to a person introduced by the above- 
mentioned friend. The lots were located 
in an area where the building of homes 
was at a peak at the time of their pur- 
chase, and at the time that he bought 
them it was not appellant’s intention of 
renting any or all of them or farming 
them or building on them. 

Held, (Mr Monet), having regard to the 
facts that the lots were purchased at a 
time and in a place where home build- 
ing was at a peak, that appellant's friend 
who advised him to buy and then sell 


was in the house-building business and - 


aware of the great demand for vacant 
lots by home building contractors, and 
that appellant held the lots for a very 
short time, it must be concluded from 
appellant's whole course of conduct that 
in buying and selling the lots he was en- 
gaged in carrying on a business or ac- 
ivity or an adventure or concern in the 
' > of trade for the obvious purpose 
ot ».aking a profit, and that such profit 
was income. 


Ont, May 3/54 Dismissed 


Fortier v. M.N.R. 
Recapture of Capital Cost Allowances— 
Election to spread amount recaptured 
over income of prior years — Not a 


reopening of prior years’ assessments — 
ITA 1948 5. 20(1), 39A(1) 


In 1951 appellant sold a building in 
respect of which he had deducted a total 
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of $513 capital cost allowances in 1949 
and 1950, and in 1951 he was assessed to 
tax in respect of this sum under ITA 
1948 s. 20(1) as recaptured capital cost 
allowances. In assessing appellant the 
Minister applied s. 39A as if appellant 
had elected to be assessed thereunder, i.e., 
the recaptured capital cost allowances 
were apportioned equally over the ap- 
pellant’s incomes for 1949, 1950 and 
1951 and tax assessed accordingly. On 
receipt of the notice of assessment for 
1951 appellant filed with the Minister 
receipts for charitable donations of ‘$90 
and $215 made by him in 1949 and 1950 
respectively and claimed these amounts 
as deductions from his income for those 
years. 

Held (Mr. Monet), an assessment made 
pursuant to s. 39A does not have the 
effect of reopening the assessments for 
the preceding years to which the sec- 
tion refers; it simply indicates the man- 
ner in which the tax for the year under 
assessment shall be computed. 


Que, May 12/54 


Tercier v. M.N.R. 
Income — Nature of — Guarantee of 
loan to company — Remuneration to di- 
rectors for furnishing — Income 


Dismissed 


Tercier, an implement dealer, and a 
number of other residents of Bonnyville, 
Alberta formed a syndicate for the pur- 
pose of drilling gas wells in that area 
and supplying gas to Bonnyville, and in 
1949 they procured the incorporation of 
a private company to take over the busi- 
ness of the syndicate, exchanging their 
interests in the syndicate for shares in the 
company. In 1950 the company required 
funds and ten of its shareholders jointly 
and severally agreed to guarantee a bank 
loan of $50,000 to the company. For 
doing so each of them was allotted 500 
common shares in the company. Five of 
these shareholders, Tercier among them, 
were directors of the company, and each 
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of the five was assessed to income 
tax for 1950 on the value of the shares 
so received. They appealed. 

Held (Messrs. Fisher and Snyder), the 
appeal must be dismissed. Ryall v. Hoare 
[1923] 2 K.B. 447, 8 Tax Cas. 521, fol- 
lowed. 

Alta, Jul 22/54 


Baynes v. M.N.R. 
Gift Tax — Settlement of property on 
trustees in trust for infant children — 
Not a gift to trustees — Exempt from 
gift tax — ITA s. 58, 101(3) 

In 1951 Baynes made a gift to his 
wife of property to the value of $8,250 
and in the same year settled two shares 
of stock valued at $4,000 on his wife and 
one M as trustees to hold the stock until 
each of Baynes’ four children attained 
the age of 21, on the attaining of which 
each child would become entitled to one- 
half of a one-third interest in the said 
shares and on attaining the age of 25 to 
the other half. In 1951 all the children 
were under 16 years of age. Baynes was 
assessed to gift tax on the value of the 
shares so settled in trust on the ground 
that the settlement was a gift not to the 
settlor’s children but to the trustees, and 
that the trustees constituted one individ- 
ual within the meaning of the Income 
Tax Act. Baynes appealed, contending 
that ITA s. 101(3) applied to exempt 
the gift from taxation. Section 101(3) 
provides: 

Where the value of all gifts made by a 

donor to an individual in a taxation year 

does not exceed $1,000, those gifts are 

exempt from tax..... 
Held (Mr. Fordham), the settlement of 
the property on the trustees in trust for 
the settlor’s children was not a gift of 
the property to the trustees. Moreover, 
section 58 of the Act, which declares 
that a trust shall be deemed to be an in- 
dividual in respect of the trust property, 
has no relevance to gift tax. 


B.C., Jul 23/54 


Dismissed 


Allowed 
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THE INCOME TAX REGULATIONS 


PARTS XII AND XIII AMENDED 

P.C, 1954-1294, September 1, 1954 
HIS EXCELLENCY the Governor General in Council, on the recommendation of the Minister 
of National Revenue and by virtue of the powers conferred by section 117 of the Income 
Tax Act, is pleased to amend the Income Tax Regulations made and established by Order 


in Council P.C. 6471 of 22nd December, 1949, as amended, and the said regulations are 
hereby further amended in accordance with the Schedule hereto, the said amendments to be 





applicable to the 1953 and subsequent taxation years. 


SOR/54-401 


Canada Gazette, Sep 22/54 


SCHEDULE OF AMENDMENTS 
1. By revoking Part XII thereof and by substituting therefor the following new Part XII: 


PART XII 


Deductions in Respect of Oil Wells, 
Gas Wells and Certain Mines 


1200. For the purpose of pararaph (4) of 
subsection (1) of section 11 of the Act there 
may be deducted in computing the income 
of a taxpayer for a taxation year amounts 
determined as hereinafter set forth in this 
Part. 


Deductions Allowed to Operators 


1201. (1) Where the taxpayer operates 

(a) an oil or gas well, 

(&) a precious metal mine, 

(c) a base metal mine, 

(d) an industrial mineral mine in respect of 
which the Minister of Mines and Tech- 
nical Surveys has certified that the min- 
eral is contained in a non-bedded de- 
posit or that the mineral is sylvite, or 

(e) more than one of such wells or mines, 

the deduction allowed is 33 1/3 per cent of 

the aggregate of the profits minus the aggre- 
gate of the losses of the taxpayer, for the 
taxation year, reasonably attributable to the 
production of oil, gas, prime metal and in- 
dustrial mineral from such wells and mines. 

(2) Where the value of the output of gold 

from a mine operated by a taxpayer in a 

taxation year is not less than 70 per cent 

of the aggregate value of the output of the 
wells and mines, of the classes described in 
subsection (1), operated by the taxpayer in 
the year, in lieu of the deduction otherwise 
allowed under subsection (1), the deduction 
allowed is the greater of 





(a) 40% of the aggregate of the profits 
minus the aggregate of the losses of the 
taxpayer, for the taxation year, reason- 
ably attributable to the production of 
oil, gas, prime metal and industrial min- 
eral from the wells and mines, or 

(6) $4.00 per ounce of the output of gold 
for the year. 

(3) In computing the profits reasonably at- 

tributable to the production of oil, gas, prime 

metals and industrial minerals for the pur-_ 
pose of this section, a deduction shall be 
made equal to the aggregate of the amounts, 
if any, deducted in computing the taxpayer's 
income for the taxation year under the provi- 
sions of subsection (10) of section 141 of 
the Act and sections 1204 and 1205 of these 

Regulations. 

(4) For the purpose of this section, 

(a) “industrial mineral mine” does not in- 
clude a coal mine; 


(6) “profits reasonably attributable to the 
production of prime metal or industrial 
mineral” do not include profits that are 
not included in computing the taxpayer's 
income for the taxation year; 

(c) output for a taxation year from a mine 
does not include output for a period in 
respect of which the profits therefrom 
are not included in computing the tax- 
payer’s income; and 

(d@) where someone other than the taxpayer 

has an interest in the proceeds from the 

sale of the products of a well or mine 
operated by the taxpayer, the value of 
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the output for a taxation year from a 
well or mine is only that portion of the 
total value of the output from the well 
or mine that can reasonably be regard- 
ed as the proportionate share thereof 
that was included in computing the tax- 
payer’s income. 
(5) For the purpose of this Part, a taxpayer 
who has an interest in the proceeds of produc- 
tion from an oil or gas well or a mine under 
an agreement which provides that he shall 
share in the profits remaining after deducting 
the costs of operating the well or mine, shall 
be deemed to be a person who operates the 
well or mine. 


Deductions Allowed to Non-Operators 


1202. (1) Where a person other than the 

operator 

(a) has an interest in the proceeds from the 
sale of the products of an oil well, gas 
well or a mine of a class described in 
subsection (1) of section 1201, or 

(b) receives a rental or royalty computed by 
reference to the amount or value of the 
production from such a well or mine, 

the deduction allowed is 25 per cent of the 

amount in respect of the interest, rental or 

royalty included in computing his income for 

the year. 

(2) Where the amount received in respect 

of an interest in the income from a well or 

mine is a dividend or is deemed to be a divi- 

dend, subsection (1) does not apply. 


Coal Mines 
1203. The deduction allowed for a taxation 
year in respect of a coal mine operated by a 
taxpayer is 10 cents for each ton of coal 
mined in the year. 


Additional Allowances 
to Certain Oil and Gas Wells 


1204. (1) Where a taxpayer has income for 
a taxation year from an oil or gas well that 
is outside of Canada, in computing his income 
for the year he may deduct the lesser of 
(a) the aggregate of drilling costs incurred 
by him in that year and previous taxa- 
tion years in respect of the well (not 
including the cost of land, leases or 
other rights and not including indirect 
expenses such as general exploration, 
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geological and geophysical expenses) 
minus the aggregate of all amounts de- 
ductible in respect thereof in computing 
his income in a previous year, or 

(4) that part of his income for the year that 
may reasonably be regarded as income 
from the well. 

(2) Where an individual has income for 

a taxation year from an oil or gas well in Can- 

ada, in computing his income for the year he 

may deduct the lesser of 

(a) the aggregate of drilling costs incurred 
by him in that year and previous taxa- 
tion years in respect of the well (not 
including the cost of the land, leases or 
other rights and not including indirect 
expenses such as general exploration, 
geological and geophysical expenses) 
minus the aggregate of all amounts de- 
ductible in respect thereof in computing 
his income in a previous year, or 

(6) that part of his income for the year 
that may reasonably be regarded as in- 
come from the well. 

(3) If a taxpayer has more than one oil or 

gas well to which subsections (1) or (2) may 

apply, the allowance in respect of the drilling 

costs of each well shall be computed sep- 

arately. 


Additional Allowances to Certain Mines 


1205. (1) Subject to subsection (3), where 
a taxpayer operates in Canada a coal mine or 
a mine described in subsection (1) of sec- 
tion 1201, he may deduct, in computing his 
income for a taxation year, such amount as 
he may claim not exceeding 25 per cent of 
an amount calculated as set forth in subsec- 
tion (2). 
(2) The amount referred to in subsection 
(1) is the aggregate of all expenditures made 
or incurred by the taxpayer which are rea- 
sonably attributable to the prospecting and 
exploration for and the development of the 
mine, prior to the mine coming into produc- 
tion in reasonable commercial quantities, 
minus the aggregate of 
(a) such expenditures in respect of which a 
deduction from, or in computing, a tax- 
payer’s income tax or excess profits tax 
was pfovided by section 8 of the In- 
come War Tax Act; 
(8) amounts in respect of such expenditures 


The Canadian Chartered Accountant, November, 1954 


deducted in computing a taxpayer's in- 
come under section 16 of chapter 63 of 
the Statutes of 1947 or section 16 of 
chapter 53 of the Statutes of 1947-48 or, 
if the expenditure was incurred prior to 
1953, under section 53 of chapter 25 of 


which an allowance is provided under 


paragraph (@) of subsection (1) of sec- 


tion 11 of the Act; and 
(f) the cost of a leasehold interest. 


(3) The amount deductible under subsection 


(1) shall not exceed the amount determined 


the Statutes of 1949, Second Session; 


: i d bsecti 2 i th f 
such expenditures incurred after 1952 Oe S57 SS Se ee 


(a) amounts deducted under subsection (1) 


in respect of which a deduction was or 
is provided by section 53 of chapter 25 
of the Statutes of 1949, Second Session; 
(@) such expenditures that were deducted in 
computing the income of the taxpayer in 
the year made; 
(e) the cost of properties in respect of 


in computing the income of the taxpayer 
for previous taxation years, and 


(4) similar amounts deducted in computing 


the income of the taxpayer for the pur- 
poses of the Income War Tax Act and 
the 1948 Income Tax Act. 


2. By revoking section 1303 thereof and by substituting therefor the following new sec 


tion 1303: 


1303. For the purposes of this Part, 
(@) “mineral profits” means the aggregate of 

(i) the profits of the corporation rea- 
sonably attributable to the produc- 
tion of oil, gas, prime metal and in- 
dustrial mineral as determined for 
the purpose of section 1201, 
those amounts in respect of which 
the corporation is allowed a deduc- 
tion in computing income by vir- 
tue of section 1202, 
those profits of the corporation 
which are not included under (i) 
by reason of paragraph (4) of sub- 
section (4) of section 1201, and 

(iv) dividends received by the corpora- 
tion in respect of which a deduction 
is allowed under paragraph (c) of 
section 1300, 

minus 

(v) the aggregate of losses of the corp- 
oration reasonably attributable to the 


production of oil, gas, prime metal 
and industrial mineral as deter- 
mined for the purpose of section 
1201, 
for the taxation year ending in the calen- 
dar year immediately preceding the cal- 
endar year in which the dividend was 
declared by the corporation; 


(6) “income” means the income of the corp- 


oration for the taxation year ending in- 
the calendar year immediately preceding 
the calendar year in which the dividend 
was declared before any deduction is 
made under the provisions of paragraph 
(6) of subsection (1) of section 11 of 
the Act or under the provisions of sub- 
section (2) of that section, plus an 
amount not included in computing the 
income of the corporation by reason o: 
the provisions of subsection (5) of sec- 
tion 83 of the Act. 





